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IN THE 


United States Court of Appeals 

for the District of Columbia. 
OCTOBER TERM, 1943. 


No. 8572. 


MARTIN SCHWERIN, Petitioner , 

v. 

COMMISSIONER OF INTERNAL REVENUE, 

Respondent. 


BRIEF ON BEHALF OF PETITIONER. 

This case is before the Court upon Petition for Review 
of a decision of the Tax Court of the United States deter¬ 
mining a deficiency in income tax for the years 1936 and 
1937, in the respective amounts of $6,166.65 and $6,250.46. 

1. The pleading necessary to show the existence of the 
jurisdiction of this Court is: 

The Petition for Review, and the stipulation entered into 
by and between the attorneys for the respective parties 
hereto, which stipulation is set forth in the appendix hereof, 
at page 25. 


STATEMENT OF THE CASE. 

The Petitioner is engaged in the mining of Fluorspar 
near Elizabethtown, Illinois, in copartnership with Addi¬ 
son Outwater and C. M. Barnett. The mining property was 
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acquired by the Petitioner in 1920, and by the time that he 
entered into the partnership agreement in 1927 and began 
mining operations the total cost of the land amounted to 
about $23,000.00. 

Originally the business was conducted bv the Petitioner 
and Outwater alone, but under the terms of the final agree¬ 
ment executed under date of May 1, 1933, Barnett was dis¬ 
closed as the owner of one-half of the interest previously 
in the name of Outwater. 

The first written agreement between the Petitioner and 
Outwater was executed under the date of May 2, 1927. At 
that time, the Petitioner placed a value of $250,000.00 on the 
mining land which he was conveying to the partnership. 
Under the terms of the original agreement, it was contem¬ 
plated that a corporation be formed with common stock and 
redeemable preferred stock. The purpose of the redeem¬ 
able preferred stock was to provide the means for distribut¬ 
ing a total of $500,000.00 to the members of the partnership 
in the ratios of seventy-five per cent to the Petitioner and 
twenty-five per cent to his partner. Thereafter, distribu¬ 
tion was to be made upon an equal basis. 

The first agreement was succeeded by a second agreement 
dated May 17,1929. This agreement also contemplated the 
formation of a corporation, but substituted a system of 
royalties for the preferred stock. Under this method also, 
distributions were to be made to the Petitioner and his 
partner in the ratio of seventy-five per cent and twenty-five 
per cent until the agreed total of $500,000.00 was reached. 
Thereafter, the ratios were to be equal. Xo corporation 
was ever formed under either agreement, and on May 1, 
1933 a new agreement was executed which abandoned the 
corporation plan and carried out the same purpose in terms 
of a co-partnership. By that time, $40,000.00 had already 
beeh distributed to the Petitioner and his partners so that 
the total distributions required under the seventy-five and 
twenty-five per cent arrangement were reduced to $460,000. 

The Petitioner contends that the purpose of the arrange- 
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ment with his partner or partners was to form an equal 
partnership and at the same time to make provision for the 
reimbursement to him of the value which he placed upon 
the land at the time of the formation of the copartnership 
in 1927. Consequently, of the seventy-five per cent received 
by the Petitioner he asserts that fifty per cent represented 
the distribution of profits and twenty-five per cent repre¬ 
sented the proceeds of the sale of a one-half interest in the 
mining property. The Commissioner of Internal Revenue, 
the Respondent herein, disallowed this contention and as¬ 
serted that the Petitioner was receiving seventy-five per 
cent of the net profits of the copartnership and accordingly 
determined a deficiency in income tax for the years 1936 
and 1937. From this determination, the Petitioner ap¬ 
pealed to the United States Board of Tax Appeals and 
after trial it affirmed the determination of the Commis¬ 
sioner of Internal Revenue. Holding and deciding that the 
Petitioner was receiving seventy-five per cent of the net 
profits of the copartnership for the years 1936 and 1937, the 
Tax Court of the United States entered its decision accor¬ 
dingly. 


STATEMENT OF POINTS ON REVIEW. 

1. The Tax Court of the United States erred in inter¬ 
preting the partnership agreement of May 1, 1933 as pro¬ 
viding that profits and losses of the partnership of Out- 
water, Schwerin and Barnett were to be considered as dis¬ 
tributable seventy-five per cent to Schwerin, twelve and 
one-half per cent to Outwater, and twelve and one-half per 
cent to Barnett. 

2. The Tax Court of the United States erred in its de¬ 
cision in taking into consideration the failure of the part¬ 
ners of the Petitioner to agree with his interpretation of the 
partnership agreement. 

3. The Tax Court of the United States erred in failing to 
consider the numerous authorities applicable to the issues 
presented on this appeal. 
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4. The Tax Court of the United States erred in disregard¬ 
ing the legal effect of payments made to the Petitioner and 
to his partners in excess of the partnership profits. 

5. The Tax Court of the United States erred in failing to 
find that profits for the years 1936 and 1937 are shared by 
the petitioner and his two partners as follows: Fifty per 
cent to Schwerin, twenty-five per cent to Outwater, and 
twenty-five per cent to Barnett. 

6. The Tax Court of the United States erred in failing to 
recognize the distinction between the distributions made to 
the partners out of available funds of the partnership and 
the taxable income of the partners. 

7. The Tax Court of the United States erred in failing 
to find that, in pursuance of the original understanding 
betiveen Outwater and Schwerin, all of the agreements sub¬ 
sequently entered into between Outwater and Schwerin and, 
later, by Outwater, Schwerin and Barnett were designed 
primarily for the reimbursement of Schwerin for the excess 
capital contribution made by him in accordance with the 
value agreed upon for the mining land contributed by him 
ancl, thereafter, to permit the distribution of fifty per cent 
of the profits of the Petitioner and fifty per cent to his 
partners. 

S. The Tax Court of the United States erred in ordering 
and deciding that there was a deficiency in the Petitioner’s 
federal income tax liability for the years 1936 and 1937. 

9. The Tax Court of the United States erred in that its 
Opinion and Decision are contrary to its Findings of Fact. 

10. The Tax Court of the United States erred in that its 
Opinion and Decision are not supported by the evidence 
and are contrary to law. 
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STATUTES INVOLVED. 

The statutes involved in this case are those provisions of 
the Revenue Act of 1936 which deal with the Taxation of 
partnership profits. These are Sections 181, 182, and 183 
of the Revenue Act of 1936. 

“Sec. 181. Partnership not Taxable 

“Individuals carrying on business in partnership shall 
be liable for income tax only in their individual ca¬ 
pacity.” 


“Sec. 182. Tax on Partners 

“There shall be included in computing the net income 
of each partner, his distributive share, whether dis¬ 
tributed or not, of the net income of the partnership 
for the taxable year.” 

“Sec. 183. Computation of Partnership Income 

“The net income of the partnership shall be computed 
in the same manner and on the same basis as in the 
case of an individual.” 

SUMMARY OF ARGUMENT. 

I. 

This action arose as a result of the determination of the 
Commissioner of Internal Revenue that for the years 1936 
and 1937 the taxpayer incurred income taxes on seventy- 
five per cent of the net income of Outwater, Schwerin, and 
Barnett, a copartnership in which the taxpayer was a mem¬ 
ber. The Tax Court of the United States held that the tax¬ 
payer was so taxable. 

n. 

The evidentiary facts found by the Tax Court of the 
United States do not support the decision made by the 
Court, nor do they afford any basis for the Court’s opinion 
and decision. 
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m. 

The various written agreements entered into bv the Pe- 
titioner and his partners, which are summarized in the 
Findings of Fact of the Tax Court of the United States, 
clearly indicate that the distribution of seventy-five per cent 
of the net profits of the partnership to the taxpayer was a 
device for reimbursing him for the value of the property 
conveyed to the co-partnership. Under the terms of the 
various agreements, the seventy-five per cent payments ter¬ 
minated when the total distribution from the partnership 
reached $500,000.00. These distributions were not limited 
in terms of profits but were governed by the disbursements 
from the partnership. The effect of tlie seventy-five per 
cent arrangement was to control distribution and not par¬ 
ticipation in profits. Upon reaching the total of $500,000.00, 
the taxpayer was thereafter entitled to only fifty percent 
of the distributions made by the co-partnership to its mem¬ 
bers. The arrangement clearly established that during the 
years 1936 and 1937 the taxpayer and his partners each had 
a fifty per cent interest in the taxable profits derived from 
the co-partnership. The partners received twenty-five per 
cent in cash and twenty-five per cent in their increased 
equity in the partnership capital. 

ARGUMENT. 

In essence, the case of the Petitioner rests upon the im¬ 
portant fact that at the time of entering into his first agree¬ 
ment with Outwater, an agreed valuation of $250,000.00 was 
placed upon the land transferred by him to the enterprise. 
(See Appendix pp. 31-32). The agreements made between 
the' taxpayer and Outwater, and subsequently between the 
taxpayer and Outwater with the addition of Barnett, all 
bear out this important undisputed fact. Under the terms 
of the first two agreements entered into on May 2,1927 and 
on May 17, 1929, provision was made for repaying to the 
taxpayer the sum of $250,000.00 at the same time that addi- 
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tional distributions of $125,000.00 were made to the tax¬ 
payer and to his partners equally. This accounted for the 
original figure of $500,000.00 which was to be distributed 
before distributions to the taxpayer and his partners were 
to be reduced to fifty per cent each. By the time that the 
final agreement of May 1, 1933 was executed, $40,000.00 of 
this $500,000.00 had been distributed. The amount speci¬ 
fied in the 1933 agreement, therefore, was $460,000.00 as 
the remainder to be reached before distributions were to 
be made fifty per cent to the taxpayer and fifty per cent to 
his partners. There is nothing in any of the subsequent 
agreements which contradicts the original arrangements 
entered into by the Petitioner and his partners as em¬ 
bodied in the first agreement. In substance, the under¬ 
standing between the taxpayer and his partners has re¬ 
mained unchanged since the first agreement of May 2,1927. 

The Tax Court of the United States rests its conclusion 
upon a narrow reading of one provision of the 1933 agree¬ 
ment in which it is set forth that out of the profits and in¬ 
come of the partnership, seventy-five per cent shall belong 
to the Petitioner and twelve and one-half per cent shall be 
the share of C. M. Barnett, Jr., and twelve and one-half per 
cent shall be the share of Outwater. The Tax Court disre¬ 
garded the fact, however, that in the next sentence pro¬ 
vision is made that these percentages shall prevail only 
until aggregate payments shall amount to the sum of 
$460,000. 

The use of the words “Profits and Income” are evidently 
intended in the sense of partnership receipts and not in the 
narrow tax meaning of “profits”. The mere fact that no 
provision is made anywhere in the agreement for the shar¬ 
ing of losses further substantiates this fact. 

The contentions of the Tax Court that the rights to in¬ 
come and profits are fixed solely by a single sentence in 
one of three agreements is contrary to all principles of law 
and tax administration. The taxability of income and prof¬ 
its is fixed and can be fixed only in accordance with the con- 
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sideration of all the pertinent facts. The Tax Court of the 
United States failed to give any weight to the important 
facts that the seventy-five and twenty-five percentages of 
distribution were limited to the payment by the partnership 
of the first $500,000.00 distributed, that the agreed value 
of $250,000.00 was placed by the partners upon the land of 
the taxpayer, and that payments to the partners were ac¬ 
tually made without regard to profits. Furthermore, the 
Tax Court of the United States took into account that “the 
Petitioner admits that his partners do not agree with his 
present interpretation of the partnership agreement ”. The 
self-serving construction of the partnership agreement by 
the taxpayer’s partners should certainly have neither evi¬ 
dentiary nor legal weight. In any case, the opinion of the 
taxpayer’s partners would be entitled to less weight than 
the fact that the Commissioner of Internal Revenue had 
previously conceded the views “here contended for by the 
Petitioner and refunded part of the income tax reported 
and paid for 1936.” 

The legal problems involved in this case have heretofore 
been considered by both the Courts and the Board of Tax 
Appeals. The Commissioner of Internal Revenue has fre¬ 
quently contended that where the distribution of profits are 
employed as a means of reimbursing or compensating per¬ 
sons for the sale of property the profits, nevertheless, re¬ 
main taxable to those acquiring the property. In this case 
it is the taxpayer’s partners who are acquiring a one-half 
equity in the partnership property. This equity becomes 
a one-half interest when the distributions from the partner¬ 
ship aggregates the total of $500,000.00. 

This point is made clear by the Fourth Paragraph, Sec- 
tion (a) of the^§?^agreement which provides that in the 
event of liquidation “if the sum of $460,000.00 shall not 
have been paid or distributed among the co-partners as in 
Paragraph (a) of the preceding Third Section provided, 
the difference between the sum distributed and $460,000.00 
shall first be distributed twelve and one-half per cent there- 
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of to the said C- M. Barnett; twelve and one-half per cent 
thereof to the said Addison Outwater; seventy-five per cent 
thereof to the said Martin Schwerin until the aggregate 
amount of said distribution with the amounts theretofore 
paid pursuant to Paragraph (a) of the preceding Third 
Section shall aggregate the sum of $460,000.00.” 

The legal principle involved is established in Uelver- 
ing v. Armstrong, 69 F. (2nd) 370, 13 A. F. T. R., 695, de¬ 
cided March 5, 1934, and is briefly summarized in the re¬ 
porter’s syllabus. 

“Receipts from oil leases, applied by taxpayer to reim¬ 
burse oil company for cost of development and operation, 
pursuant to development contract, less proper deductions, 
held taxable income to taxpayer.” 

In that case, the taxpayer was in the position of Petition¬ 
er’s partners and the Court held that the profits were tax¬ 
able to him rather than to the recipient who was receiving 
them as reimbursements for advances made. 

Other cases in which taxpayers in the position of Peti¬ 
tioner’s partners have sought to escape taxation by con¬ 
tending that they were not the beneficiaries of the taxable 
profits are illustrated in Hamilton v. Commissioner of In¬ 
ternal Revenue , 7 B. T. A. 362; Hill v. Commissioner of In¬ 
ternal Revenue, 38 F. (2nd) 165, 8 A. F. T. R. 10152, and 
Pope v. Commissioner of Internal Revenue, 39 F. (2nd) 
420, S A. F. T. R. 10523. 

The adjudicated tax cases have consistently emphasized 
the need for distinguishing between the right to receive 
profits and the taxability of those profits. The Tax Court 
of the United States has disregarded this distinction. 
Merely by asserting their right to receive only twenty-five 
per cent of the partnership profits until Schwerin is reim¬ 
bursed for the value of the land transferred by him to the 
partnership, Outwater and Barnett do not ipso facto escape 
tax liability, on the other twenty-five per cent. Likewise, 
the Petitioner merely by receiving the additional twenty- 
five per cent does not necessarily incur income taxes on this 
distribution as taxable profits of the copartnership. 
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In the appeal of Ormsby McKnight Mitchell, Docket No. 
48,1B. T. A. (1924) 148 and 149, after citing Section 218 (a) 
of the Revenue Act of 191S, the opinion goes on to say: 

“These sections of the law provide in effect that the 
distributive share of the partners in the net income of 
i the partnership, whether distributed or not, shall be 
i included in computing the net income of each partner. 
.... No one is permitted to make his own tax law, and 
i if it were permitted to modify the express provisions 
of a taxing statute by agreement any taxpayer could 
! say what should or should not be income. . . . The in- 
I come from taxpayer’s interest in the partnership is 
first income to him, and no matter how he tries to dis¬ 
pose of it or does dispose of it, it is taxable to him as 
income from his interest therein. It does not alter the 
situation to say that as soon as income arises in the 
partnership at that instant it becomes the property of 
the grantee, as this is mere assertion. The fact is that 
before it becomes the property of the grantee it is in¬ 
come, within the meaning of the law, to the grantor, and 
the statute recognizes this fact when it requires the 
income of the partnership to be included as the income 
of the partners in their individual returns according 
to their respective shares therein. The fallacy of the 
i contention arises from the failure to take account of 
i the fact that the taxpayer is contracting to dispose of 
something which must first be his before it becomes the 
property of anyone else. If the contention made should 
prevail, the taxing law would be a nullity and 
an act of Congress imposing taxes made impotent at 
the will of the taxpayer. If he can escape taxation on 
one-half of the profits of the partnership by agreement, 
there is no reason why, by another agreement, he can 
not escape taxation on the other half; and if this tax¬ 
payer can do so there is no end to the agreements which 
i may be made, and income as such will cease to be an 
object of taxation.” 

The distinction between the receipt of income and the 
taxability of income is further developed in the case of 
Marion Stone Burt Lansill v. Commissioner, 17 B. T. A. 
413 (1929) at page 423. 
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“The right in the taxpayer to receive the income at the 
time it is attributed and taxed to him is likewise not 
essential, where, as in the Old Colony, Boston & Maine, 
and Rennsselaer and Rosenwald cases, supra, the tax¬ 
payer has by his own volition chosen to dispose of the 
right to receive income while retaining that from which 
the income is derived. The volition in disposing of the 
right is important, for while all will agree that one who 
never received or had a right to receive or who has in¬ 
voluntarily lost it should not be taxed, it is also plain 
that his voluntary exercise of the right to dispose of 
the income before receipt may be just as valuable and 
important practically as its exercise after receipt. ” 
(Affirmed 58 F. (2nd) 512.) 

This principle is again emphasized in the case of Ella 
Daly King, executrix, et al. v. Commissioner, 10 B. T. A. 
698 (1928) at page 703. 

“We have heretofore held that one’s tax liability can 
not be lessened by a transfer of income already earned, 
or expected to be earned. The very act of transfer is 
an exercise of enjoyment of the fruits of ownership of 
property and measures the transferer’s ability to con¬ 
tribute to the cost of government.” 

While it is true that the cases cited related more specifically 
to the determination of the tax liability of the Petitioner’s 
partners these cases, nevertheless, at the same time estab¬ 
lish the taxability or not of the taxpayer’s receipts from 
the copartnership. 

The testimony in the case establishes the further fact that 
distributions made to the partners were far in excess of 
current profits. These additional funds were available be¬ 
cause of the deductabilitv of depletion on the tax return. 
The item of depletion did not require the disbursement of 
cash and therefore resulted in the accumulation of funds 
available for distribution to the partners. These funds 
were likewise distributed to the partners in the seventy-five 
and twenty-five percent ratio with a view to the completion 
of the sum of $460,000.00 specified in the 1933 agreement. 
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The surplus cash representing depletion could not in any 
way be construed as profits, yet tlie partners distributed 
these funds on the same basis as the profits. Only by ac¬ 
cepting the Petitioner's contention that the ratios applied 
to distribution and not to participation in profits could this 
practice be justified. 

The interpretation of the May 1, 1933 Agreement taken 
as a whole must lead to the conclusion that the meaning of 
“profits and income” in the Third Paragraph when used 
in connection with the 75 percent—25 percent distribution 
referred to disbursements and not to participation in profits 
for tax purposes. In every other instance in the agreement 
where the sum of $460,000.00 is used, the terms “paid” and 
“distributed” are applied. In Section B of the Third Para¬ 
graph, the agreement recites that “after said sum of 
$460,000.00 has been paid and distributed among the part¬ 
ners as income and profits of the co-partnership as in the 
preceding paragraph provided, thereafter the share of each 
of the aforesaid partners in the profits and income of the 
co-partnership shall be to wit: Martin Schwerin fifty per¬ 
cent; Addison Cutwater twenty-five percent; Charles M. 
Barnett, Jr., twenty-five percent.” 

Tlie same paragraph further provided that “it is the 
intedt of this agreement that profits and income shall be 
distributed among the partners as same may become avail¬ 
able.” 

In Section (b) of the Fourth Paragraph the agreement 
recites that “when or if the said sum of $460,000.00 shall 
have been paid, thereafter the balance and principal or 
corpus of the co-partnership shall be distributed among the 
partners, so that each shall receive as follows: Martin 
Schwerin fifty percent, Charles M. Barnett, Jr., twenty- 
five percent, Addison Outwater, twenty-five percent.” 

If the opinion of the Tax Court were permitted to stand, 
the Commissioner of Internal Revenue would be precluded 
from inquiring into the history, structure, and working 
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arrangements of any co-partnership and would be required 
to confine himself to the narrow and literal interpretation 
of a part of the partnership agreement torn out of its con¬ 
text. The decision of the Tax Court of the United States 
tends to upset the established principles enunciated by the 
Courts and the Board of Tax Appeals. It disregards the 
question of benefits received and relies for its conclusion 
upon the literal interpretation of the devices of the parties. 

SUMMARY OF CONCLUSION. 

It is submitted that the conclusion of fact of The Tax 
Court of the United States that the taxpayer was taxable 
on seventy-five percent of the income of the partnership of 
Outwater, Schwerin and Barnett for the years 1936 and 
1937 is not supported by the evidentiary facts as found by 
The Tax Court of the United States, but, on the contrary, 
is in direct contradiction thereto, and that therefore, this 
Court should reverse the decision of the Board of Tax 
Appeals. 

Respectfully submitted, 

Henry G. Burke, 

Attorney for Petitioner. 
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COMMISSIONER OF INTERNAL REVENUE, 
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United States. 
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L 

PLEADINGS, DOCKET ENTRIES AND OTHER 
PAPERS DESIGNATED. 

1 Docket No. 106S73 

Martin Schwerin, Petitioner , 


v. 

Commissioner of Internal Revenue, Respondent. 
Appearances: 

For Taxpayer: Henry G. Burke, Esq. 

For comm’r: P. A. Bayer, Esq. 

Docket Entries. 

1941 

Apr. 11—Petition received and filed. Taxpayer notified. 
Fee paid. 

Apr. 11—Copy of petition served on General Counsel. 

May 14—Answer filed by General Counsel. 

May 14—Request for hearing in Los Angeles, California, 
filed by General Counsel. 

May 16—Notice issued placing proceeding on Los Angeles, 
Calif, calendar. 

Nov. 6—Notice of appearance of Henry G. Burke as coun¬ 
sel filed. 

Dec. 12—Motion for change of place of hearing to Wash¬ 
ington, D. C. filed by taxpayer. 12-16-41 granted. 

1942 

Apr. 27—Hearing set 6-9-42. 

Jun. 9—Hearing had before Mr. Turner. Submitted. 

Briefs due in 60 days, replies in 15 days. 

June. 20—Transcript of hearing 6-9-42 filed. 

Aug. 7—Brief filed by taxpayer. 

Augj 7—Motion for extension of time to Sept. 8, 1942 to 
file brief, filed by General Counsel. 8-8-42 
granted. 


i 
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Sep. 8—Brief filed by General Counsel. Served 8-9-42. 

Sep. 9—Copy of brief served on General Counsel. 

Sep. 22—Reply brief filed by taxpayer. 9-22-42 copy 
served on General Counsel. 

1943 

Feb. 26—Memorandum findings of fact and opinion ren¬ 
dered, Turner, Judge, Div. 8. Decision will be 
entered for the respondent. 2-27-43. 

Copy served. 

Feb. 26—Decision entered, Turner, Judge, Div. 8. 

Mar. 19—Motion for review by the Full Tax Court of mem¬ 
orandum findings of facts, opinion, and decision 
of division, filed by taxpayer. 3-22-43 denied. 

May 24—Stipulation of venue filed. 

May 24—Petition for review by U. S. Court of Appeals, 
District of Columbia, with assignments of error 
filed by taxpayer. 

May 25—Notice of filing petition for review sent to J. P. 
Wenchel filed. 

May 26—Proof of service of filing petition for review (J. 
P. Wenchel) filed. 

Jun. 7—Statement of points filed by taxpayer with proof 
of service thereon. 

Jun. 7—Agreed praecipe indicating portions of the 

record to be incorporated in the transcript on 
appeal filed. 

Jul. 1—Order enlarging time to Aug. 2, 1943, to prepare 
and deliver the record entered. 
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2 1 United States Board of Tax Appeals. Filed Apr. 

11, 1941. 

I United States Board of Tax Appeals 
Docket No. 106S73. 

Martin Schwerin, Petitioner , 
v. 

Commissioner of Internal Revenue, Respondent . 

Petition 

Petitioner hereby petitions the Board for a redetermina¬ 
tion of his income tax liability for the calendar years 1936 
and 1937, and herein petitioner shows: 

I. 

That he is an individual income taxpayer residing in 
the City of Tucson, State of Arizona, and that his income 
tax Returns for the calendar years 1936 and 1937 were duly 
filed with the Collector of Internal Revenue in and for the 
8th Illinois District. 

II. 

That under date of January 16, 1941, he received from 
respondent a notice of a deficiency of twelve thousand, four 
hundred eleven dollars and eleven cents ($12,411.11) for 
the calendar years of 1936 and 1937; that a copy of 

3 said notice of deficiency is attached hereto and made 
a part hereof. 

m. 

That the deficiency determined by the respondent for the 
calendar vear 1936 is six thousand, one hundred sixtv dol- 
lars and sixty-five cents ($6,160.65), and the deficiency thus 
determined for the calendar year 1937 is six thousand, two 
hundred fifty dollars and forty-six cents ($6,250.46); that 
the tax in controversy is income tax for the said calendar 
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years and the amount in controversy is twelve thousand, 
four hundred eleven dollars and eleven cents ($12,411.11). 

IV. 

Assignments of Error. 

That the respondent erred in his determination of the 
deficiencies, as follows: 

1. The respondent erred in finding and concluding that 
petitioner’s taxable distributive share of the net income 
of Outwater, Schwerin and Barnett, a co-partnership, was 
seventy-five per cent (75%) for the calendar year 1936 in¬ 
stead of fifty per cent (50%), as reported by the pe¬ 
titioner. 

4 2. The respondent erred in finding and concluding 

that petitioner’s taxable distributive share of the 
net income of Outwater, Schwerin and Barnett, a co-part¬ 
nership, was seventy-five per cent (75%) for the calendar 
year 1937 instead of fifty per cent (50%), as reported by 
the petitioner. 

V. 

Statement of Facts. 

That petitioner alleges the following facts in support of 
the foregoing assignments of error: 

1. In or about the year of 1927 petitioner, then a resi¬ 
dent of the State of Illinois, and Addison Outwater of 
New York City, began developing and operating a fluor¬ 
spar mine located in Hardin County, Illinois, on property 
which for several years prior thereto was owned in fee by 
petitioner. On or about the 2nd day of May, 1927, peti¬ 
tioner and the said Addison Outwater entered into a writ¬ 
ten agreement relative to the development and operation 
of the mine wherein and whereby it was agreed that subse¬ 
quently a corporation should be organized for the purpose 
of taking over the mining activities. On or about the 17th 
day of May, 1929, the petitioner, the said Addison Outwater 
and C. M. Barnett, Jr., of New York City, entered 
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5 into an agreement which modified the agreement of 
1927 in some respects but which also contemplated 

the forming of a corporation to take over and operate the 
mining business. However, by mutual agreement, no cor¬ 
poration was ever organized and the petitioner and Out- 
water and Barnett carried on the mining activities as a 
partnership. 

2. In or about the year of 1933 the petitioner and his said 
partners definitely abandoned all plans to incorporate, and 
on or about the 1st dav of Mav of that vear thev entered 

w • • • 

into a written partnership agreement wherein and whereby 
they defined the property and business of the partnership 
and their respective rights and liabilities as partners. 

3. At the time that said written partnership agreement 
was made and entered into it was understood and agreed 
by and between the petitioner and his partners that, be¬ 
cause of his conveyance to the partnership of the mining 
property, the petitioner’s contribution to partnership cap¬ 
ital exceeded that of his partners by two hundred thirty 
thousand dollars ($230,000.00). 

4. It was at that time understood and agreed bv and be- 
tweeii the petitioner and his partners that their combined 
interests in the assets and income of the partnership should 

equal the interest of the petitioner,—that is to say, 

6 petitioner’s interest in the partnership should be 
fifty per cent (50%), Outwater’s interest twenty-five 

per cent (25%), and Barnett’s interest twenty-five per cent 
(25%). 

5. It was further understood and agreed by and between 
petitioner and his partners that because of his excess con¬ 
tribution of two hundred thirty thousand dollars ($230,- 
000.00) the petitioner should receive one-half of that 
amount out of his partners’ share of partnership income 
over a period of time in addition to his actual partnership 
interest of fifty per cent (50%). To accomplish such ad¬ 
justment it was agreed that petitioner should take seventy- 
five per cent (75%) of the first four hundred sixty thou- 
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sand dollars ($460,000.00) distributed by the partnership. 
That is to say, petitioner was to take twenty-five per cent 
(25%) of distributions aggregating the sum of four hun¬ 
dred sixty thousand dollars ($460,000.00) as payment to 
him from his partners for one half of his excess contribu¬ 
tion of two hundred thirty thousand dollars ($230,000.00). 

6. During the calendar year of 1936 the partnership’s net 
income was ninety-one thousand nine hundred sixty-nine 

dollars and fifty-nine cents ($91,969.59). From that 

7 amount the petitioner took a salary of two thousand 
dollars ($2,000.00). His distributive share as a part¬ 
ner was fifty per cent (50%) of the balance, namely, forty- 
four thousand nine hundred eightv-four dollars and sev¬ 
enty-eight cents ($44,984.78). 

7. During the calendar year of 1937 the partnership’s 
net income was ninety-six thousand nine hundred sixty dol¬ 
lars and forty-four cents ($96,960.44). The petitioner’s 
distributive share as a partner was fifty per cent (50%) 
of that amount, namely, forty-eight thousand four hundred 
eighty dollars and twenty-two cents ($48,480.22). 

8. Distribution of the aforesaid sum of four hundred 
sixty thousand dollars ($460,000.00) was not completed as 
of the end of the year of 1937. 

9. Partnership returns were filed for said years with the 
Collector of Internal Revenue in and for the 8th Illinois 
District, and the name thereon shown was Out-water, 
Schwerin & Barnett, Elizabethtown, Illinois. 

10. On his individual income tax return for the calendar 
year of 1936 the petitioner erroneously reported seventy- 
five per cent (75%) of the net income of the partnership as 

his distributive share. Subsequent thereto peti- 

8 tioner filed a claim for refund on the ground that his 
taxable distributive share was fifty per cent (50%) 

of the partnership income. In due course the respondent 
approved petitioner’s claim and refund was in regular 
order thereafter made to petitioner. 
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11. On his individual return for the calendar year of 
1937 the petitioner reported fifty per cent (50%) of the 
partnership income as his taxable distributive share. 

12. As hereinbefore shown, the respondent seeks to im¬ 
pose additional taxes on the ground that petitioner’s tax¬ 
able distributive share during said years was seventy- 
five per cent (75%) of the net income of the partnership. 
From the findings and conclusions of the respondent the 
petitioner hereby appeals. 

Wherefore, petitioner prays that the Board hear his peti¬ 
tion herein and thereupon order and decide that there is no 
deficiency in income taxes for the calendar years of 1936 and 
1937. 


MARTIN SCHWERIN 


P. 0. Box 1110, Tucson, Arizona. 


9 State of Arizona, County of Pima, ss 

Martin Schwerin, being first duly sworn, deposes and 
says that he is the petitioner in the foregoing petition; that 
he has read the foregoing petition and knows the contents 
thereof, and that all facts therein stated are true and cor¬ 
rect to the best of his knowledge and belief. 

MARTIN SCHWERIN. 


Subscribed and sworn to before me this 7th day of April, 
1941. 


SAMUEL DUTTON LYNCH 

(Seal) 

Notary Public in and for the County 
of Pima , State of Arizona. 
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10 TREASURY DEPARTMENT 

Internal Revenue Service 
Twelfth Floor 


U. S. Post Office and Court House 


Los Angeles, Calif. 


Office of 

Internal Revenue Agent 
in Charge 

Los Angeles Division 
LA :IT :90D: PB 


January 16th, 1941 


Mr. Martin Schwerin, 

P. 0. Box 1110, 

Tucson, Arizona. 

Sir: 

You are advised that the determination of your income 
tax liability for the taxable year (s) 1936 and 1937 discloses 
a deficiency of $12,411.11 as shown in the statement at¬ 
tached. 

In accordance with the provisions of existing internal rev¬ 
enue laws, notice is hereby given of the deficiency men¬ 
tioned. 

Within 90 days (not counting Sunday or a legal holiday 
in the District of Columbia as the 90th day) from the date 
of the mailing of this letter, you may file a petition with the 
United States Board of Tax Appeals for a redetermination 
of the deficiency. 

Should you not desire to file a petition, you are requested 
to execute the enclosed form and forward it to the Internal 
Revenue Agent in Charge, Los Angeles, California, for the 
attention of LA :Conf. The signing and filing of this form 
will expedite the closing of your return (s) by permitting 
an early assessment of the deficiency, and will prevent the 
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accumulation of interest, since the interest period termi¬ 
nates &0 days after filing the form, or on the date assess¬ 
ment is made, whichever is earlier, 

Respectfully, 

1 GUV T. HELVERING, 

Commissioner , 

By 

' GEORGE D. MARTIN 

Internal Revenue Agent in Charge 

Enclosures: 

Statement 

i 

Form of waiver. 

11 Statement 

LA :IT :90D :PB 

Mr. Martin Schwerin, 

P. O. Box 1110, 

Tucson, Arizona. 

Tax Liabilitv for the Taxable Years Ended 
•> 

December 31, 1936 
and 

December 31, 1937 
Income Tax 


1 

Liability 

Assessed 

Deficiencv 

* 

1936 

$ 9,872.54 

$3,711.89 

$ 6,160.65 

1937 

8,928.49 

2,678.03 

6,250.46 

Totals 

$18,801.03 

$6,389.92 

$12,411.11 


In making this determination of your income tax liabil¬ 
ity, careful consideration has been given to the reports of 
examination dated July 5, 1938, and March 6, 1939, and to 
your protest with respect to the year 1936 dated November 
19, 1939. 
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The contention made in your protest, that you should 
have included in vour return for the taxable vear ended 
December 31, 1936, as your distributive share, 50% of the 
net income of the partnership Outwater, Schwerin and 
Barnett, instead of 75% of such net income, is denied, and 
it is held that for both of the taxable years herein your 
distributive share of the net income of the mentioned part¬ 
nership was 75%. 

The claim of credit for an additional dependent made in 
your protest is conceded, and the credit allowable for the 
taxable year ended December 31, 1936, is $800.00 in lieu of 
$400.00 claimed in your return. 

12 ADJUSTMENTS TO NET INCOME 

Taxable Year Ended December 31, 1936 

Net income as disclosed by return $46,001.76 

Additional income and 
unallowable deductions: 


(a) Business loss decreased 

$4,646.55 


(b) Dividends received 

(c) Partnership income 

30.00 


increased 

142.82 


(d) Capital gain determined in 



lieu of capital loss claimed 

2,899.92 


(e) Taxes paid disallowed 

110.35 

7,829.64 

Total 


$53,831.40 

Additional deduction: 



(f) Interest paid 


4.15 

Net income adjusted 


$53,827.25 
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EXPLANATION OF ADJUSTMENTS 

(a) The business loss claimed in your return is reduced 
due to the disallowance of deductions claimed, in amounts 
as follows: 


1. Rent 

$1,650.00 

2. Architect fee 

200.00 

3. Legal expense 

182.85 

4. Insurance 

243.04 

5. Taxes 

1,869.35 

6. Depreciation 

501.31 

Total 

$4,646.55 


13 1. As rental expense with respect to the use of 

your personal residence as a business office it is de¬ 
termined that a reasonable allowance is $50.00 per month, 
beginning October 1, 1936, or a total of $150.00. Since you 
claimed the amount of $1,800.00 as a deduction the amount 
of $1,650.00 is disallowed. 

2 and 3. These deductions claimed are disallowed since 
they represent capital expenditures, not deductible. 

4. The deduction claimed for insurance is overstated 
$243.04. 

5. Since the real estate taxes claimed in the amount of 
$1,869.35 were a lien against the real estate when purchased 
by you during the taxable year, they are held to represent 
additional cost of the real estate purchased, and the amount 
claimed is therefore not deductible. 

6. Depreciation claimed in excess of the amounts allow¬ 
able under the provisions of section 23(1) of the Revenue 
Act of 1936 is disallowed as follows: 

Pumping plant, storage and 
distribution system $65.24 

Packard automobile 67.07 

Hupmobile automobile (not used in 
business—no depreciation allowable) 369.00 


Total disallowed 


$501.31 
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(b) The amount of dividends received during the taxable 
year from American Rolling Mill Company is understated 
in your return $30.00. 

(c) Your distributive share of the net income of the 
partnership Outwater, Schwerin and Barnett (75%) has 
been determined to be the amount of $69,619.98, whereas 

the amount included in your return is $69,477.16. 

14 (d) The net loss from sales of securities taken 

into account in your return in the amount of 
$2,638.33 and limited under the provisions of section 217(d) 
of the Revenue Act of 1936 to a deduction of $2,000.00 
claimed in your return, is adjusted to a net gain of $899.92 
taken into account, resulting in a difference of $3,538.25 in 
the amount of gain or loss taken into account, and a differ¬ 
ence of $2,899.92 in net income. The mentioned difference 
of $3,538.25 is due to the following adjustments: 


Gain (loss) 
taken into 
account in 
your return 

$1,000.00 Walworth 
debenture $ 126.06 

600 shares Walworth 
common ($4,071.84 

Mathematical 
difference 


Corrected 
gain (loss) 

($89.15) 

( 318.37) 


Difference 
($ 215.21) 
3,753.47 
( . 01 ) 


Net difference $3,538.25 

Since the above described securities were acquired in the 
year 1930 and were sold in the taxable year, 40% of the 
gain or loss is taken into account under the provisions of 
section 117(a) of the Revenue Act of 1936. The corrected 
gain or loss from the sale of these securities is determined 
as follows: 
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Sale 

price 

Cost 

Loss 

taken 

into 

Loss Account 
Realized (40%) 

$1,000.00 Walworth 

debenture 

$ 822.58 

$1,045.45 

$222.87 $89.15 

600 shares Walworth 

common 

4,342.39 

5,138.32 

795.93 318.37 


15 i (e) The deduction of $205.15 claimed for taxes 
paid on your personal residence is disallowed since 
the amount was a lien against the property when purchased 
by you during the taxable year and represents additional 
cost of the property. 

An additional deduction of $94.80 is allowed for docu¬ 
mentary stamps, not claimed as a deduction. 

These adjustments result in a net disallowance of 
$110.35. 

(f) The deduction claimed in your return for interest 
paid is understated $4.15. 

! EARNED INCOME CREDIT 

The earned income credit claimed in your return in the 
amount of $1,389.54 is reduced to $300.00. The allowable 
amount is determined in accordance with the provisions of 
sections 25(a)(3) and 25(a)(4) of the Revenue Act of 1936 
as follows: 

Earned income, 20% of $69,619.98 Partner¬ 
ship income $13,924.00 

Earned income deduction, salary paid to 
Lenher Schwerin $15,600.00 

Earned net income (section 25(a)(4)(C)) $ 3,000.00 

Earned income credit, 10% of $3,000.00 $ 300.00 
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16 COMPUTATION OF TAX 

Taxable Year Ended December 31, 1936 
Net income adjusted $53,827.25 

Less: Personal exemption $2,500.00 

Credit for dependents 800.00 3,300.00 

Balance (surtax net income) $50,527.25 

Less: Earned income credit 300.00 

Net income subject to normal tax $50,227.25 

Normal tax at 4% on $50,227.25 $2,009.09 
Surtax on $50,527.25 7,863.45 


Correct income tax liability $ 9,872.54 

Income tax assessed: 

Original, account No. 200830 $7,532.91 

Less: Previous allowance 3,821.02 


Net Assessment 


3,711.89 


Deficiency of income tax $ 6,160.65 

17 ADJUSTMENTS TO NET INCOME 

Taxable Year Ended December 31, 1937 

Net income as disclosed by return $25,135.91 

Additional income and unallowable 
deductions: 

(a) Business loss decreased $1,085.68 

(b) Partnership income 

increased 24,240.11 

(c) Travel expense disallowed 500.00 25,825.79 


Total 


$50,961.70 


Additional deduction: 
(d) Taxes paid 
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84.63 


Net income adjusted $50,877.07 

EXPLANATION OF ADJUSTMENTS 

(a) The business loss claimed in your return is reduced 
$1,285.68 due to the disallowance of this amount of taxes 
which were a lien against the property when purchased by 
you in the preceding taxable year. 

The business loss claimed in your return is increased 
$200.00 due to the allowance as a deduction of the $200.00 
architect fee which was disallowed for the preceding tax¬ 
able Vear, the architect’s plans having been abandoned dur¬ 
ing the taxable year. 

These adjustments result in a net decrease in business 
loss of $1,085.68. 

IS (b) Your distributive share of the net income of 
the partnership Outwater, Schwerin and Barnett 
(75%) has been determined to be the amount of $72,720.33, 
whereas the amount included in your return is $48,480.22. 

(c) The deduction of $1,668.45 claimed in your return 
for travel expenses is disallowed to the extent of $500.00 
on account of personal expenses included therein. Per¬ 
sonal expenses are not deductible as provided in section 
24(a)(1), Revenue Act of 1936, 

(d) An additional deduction of $84.63 is allowed for 
taxes paid on your residence property. 

EARNED INCOME CREDIT 

The earned income credit claimed in your return in the 
amount of $608.24 is reduced to $300.00. The allowable 
amount is determined in accordance with the provisions of 
sections 24(a)(3) and 25(a)(4) of the Revenue Act of 1936 
as follows: 
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Earned income, 20% of $72,- 
720.33 partnership income $14,544.07 

Earned income deductions: 

Salary paid to L. Schwerin $16,400.00 

Travel expense 1,168.45 17,568.45 

Earned net income (section 
25(a) (4) (C)) 

Earned income credit 

19 COMPUTATION OF TAX 

Taxable Year Ended December 31, 1937 


Net income adjusted 

Less: Personal exemption 

Credit for dependents 

$2,500.00 

800.00 

$50,877.07 

3,300.00 

Balance (surtax net income) 

Less: Earned income credit 


$47,577.07 

300.00 

Net income subject to normal tax 
Normal tax at 4% on $47,277.07 
Surtax on $47,577.07 

$1,891.08 

7,045.81 

$47,277.07 

Total tax 

Less: Income tax paid at the source 

$ 8,936.89 
8.40 

Correct income tax liability 

Income tax assessed: 

Original, account No. 200670 
Additional, March, 1939 

$2,376.10 

301.93 

$ 8,928.49 

Total assessed 


$ 2,678.03 

Deficiency of income tax 

• # 

$ 6,250.46 

• • 


$ 3,000.00 
$ 300.00 
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20 Endorsed: Received May 14 1941 U. S. Board 
of Tax Appeals 

Endorsed: United States Board of Tax Appeals Filed 
May 14 1941 

Answer 

The Commissioner of Internal Revenue, by liis attorney, 
J. P. Wenehel, Chief Counsel, Bureau of Internal Revenue, 
for answer to the petition of the above-named taxpayer, 
admits and denies as follows: 

I and II. Admits the allegations contained in paragraphs 
I and II of the petition. 

III. Admits that the deficiencies asserted for 1936 and 
1937 were $6,160.65 and $6,250.46, respectively, and that 
the tax in controversy is income tax for 1936 and 1937, but 
denies that the amount in controversy is as alleged in para¬ 
graph III of the petition. 

IV— 1 and 2. Denies that the Commissioner erred as al¬ 
leged in subparagraphs 1 and 2 of paragraph IV of the 
petition. 

V— 1 to 9, inclusive. For lack of sufficient information 
upon the basis of which to form an opinion as to the 

21 truth or correctness thereof, denies the allegations 
contained in subparagraphs 1 to 9, inclusive, of para¬ 
graph V of the petition. 

V—10. For lack of sufficient information upon the basis 
of which to form an opinion as to the truth or correctness 
thereof, denies the allegations contained in subparagraph 
10 of paragraph V of the petition. 

V—11. Admits that petitioner reported partnership in¬ 
come for 1937 in the amount of $48,480.22 and that respon¬ 
dent increased said item to $72,720.33 in the notice of de¬ 
ficiency. 

V—12. Admits the allegations contained in subpara¬ 
graph 12 of paragraph V of the petition. 
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VI. Denies each and every allegation contained in the 
petition not hereinbefore specifically admitted or denied. 

Wherefore, it is prayed that the determination of the 
Commissioner be approved. 

J. P. WENCHEL, 

Chief Counsel, 

Bureau of Internal Revenue. 

Of Counsel: 

ALVA C. BAIRD, 

Division Counsel. 

FRANK T. HORNER, 

EDWARD C. ADAMS, 

Special Attorneys, 

Bureau of Internal Revenue. 

ECA-pp 5-9-51 

**••*•*#•• 

147 Memorandum Findings of Fact and Opinion. 

TURNER, Judge: The respondent has determined in¬ 
come tax deficiencies against the petitioner for the years 
1936 and 1937 in the respective amounts of $6,160.65 and 
$6,250.46. The sole question presented is whether the peti¬ 
tioner is liable on 75 percent or 50 percent of the net in¬ 
come of the partnership of Outwater, Schwerin and Barnett 
for the years 1936 and 1937. 

Findings of Fact 

The petitioner is an individual residing in Tucson, Ari¬ 
zona, and is engaged in fluorspar mining near Elizabeth¬ 
town, Illinois, which mining business is conducted as a part¬ 
nership under the name of Outwater, Schwerin and Barnett. 
His income tax returns for the years 1936 and 1937 were 
filed with the Collector of Internal Revenue for the Eighth 
District of Illinois. 

In 1920 the petitioner acquired approximately 268-3/4 
acres of land near Elizabethtown, Illinois, at $50 an acre. 
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In addition he expended other sums to establish his title, 
thereby bringing the total cost of the land to about $23,000. 
He believed that fluorspar mine could be operated on the 
land,! and in 1923 began negotiations with Addison Out- 
water, of Xew York City, for financing the development of 
the property. These negotiations culminated in an agree¬ 
ment dated May 2, 1927, whereby Outwater was to supply 
$30,000 in cash for the purpose mentioned. Of this amount, 
$5,000 was to be paid presently and the balance at the rate 
of $1,200 per month, with the provision that the install¬ 
ments might be increased if the reasonable needs of devel¬ 
opment of the property should require it. The agreement 
provided that when the entire $30,000 had been advanced by 
Outwater, or sooner if the parties agreed, the petitioner 
should cause a corporation to be organized under the laws 
of the state of Illinois, to which the property should be con¬ 
veyed, the mining operations thereafter to be carried on 
by the corporation. The authorized capital stock of the cor¬ 
poration was to consist of three classes: $50,000 par value 
of Seven Percent Cumulative First Preferred Stock, 
$330,000 par value of Second Preferred Stock, entitled to 
no dividends, and 1,000 shares of no par value common 
stock. The First Preferred Stock was to be issued only for 
additional capital. Of the $330,000 par value of Second 
Preferred Stock, $50,000 was to be held in the treasury, and 
of the remaining $2S0,000 par value of such stock the peti¬ 
tioner was to receive $250,000 and Outwater $30,000. The 
1,000 shares of no par value common stock were to be di¬ 
vided equally between them. It w’as contemplated that out 
of the first proceeds from the operation of the property the 
$30,000 par value of Second Preferred Stock issued to Out¬ 
water and the $10,000 par value of such stock issued to the 
petitioner should be redeemed contemporaneously. After 
the redemption of that stock, the proceeds from operations 
were to be allocated 50 percent to the redemption of the re¬ 
maining $240,000 par value of Second Preferred Stock held 
by the petitioner and 50 percent as dividends upon the 
common stock held equally by the petitioner and Outwater. 
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The moneys to be advanced by Outwater were to be han¬ 
dled through Central Union Trust Company of New York, 
which later became Central Hanover Bank & Trust 
148 Company and by a concurrent agreement dated May 
2, 1927, between the petitioner, Outwater and the 
bank, it was agreed that the mining property which had 
been conveyed to the bank as trustee should, upon the joint 
demand of the petitioner and Outwater, be reconveved to 
the corporation to be formed or to other nominees of the 
said parties. 

The petitioner proceeded in the development of the prop¬ 
erty according to the agreement. It became necessary to 
have development funds in excess of the $30,000 advanced 
by Outwater, and such funds were provided 50 percent by 
the petitioner and 50 percent by Outwater. No corporation 
was formed, however, and on May 17,1929, a new agreement 
was entered into between the petitioner and Outwater revis¬ 
ing to some extent the original plans for a corporation. Un¬ 
der this second agreement the common stock was to remain 
the same and was to be issued 501 shares to the petitioner 
and 499 shares to Outwater. All preferred stock was elim¬ 
inated. It was contemplated that the proceeds from opera¬ 
tions should be distributed under the heading of “ royal¬ 
ties, ” which were to be computed on the tonnage of fluor¬ 
spar mined. The first $33,000 was to be distributed in equal 
amounts to the petitioner and Outwater and was to cover 
the additional development funds provided by them in the 
interval. The next $40,000 was to be distributed 75 percent 
to Outw’ater and 25 percent to the petitioner. Upon pay¬ 
ment of the two amounts mentioned, the next $480,000 to 
become distributable as “royalties” was to be distributed 
75 percent to the petitioner and 25 percent to Outwater. 
After this amount had been paid, all subsequent payments 
were to be on the basis of one half to the petitioner and the 
other half to Outwater. This agreement disclosed for the 
first time that C. M. Barnett, Jr., was the owner of one half 
of the interest previously indicated as belonging to Out¬ 
water. 
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The corporation contemplated by the agreement of May 
27,1929, was not organized and the mining operations were 
continued by the petitioner as before, the proceeds there¬ 
from being distributed, however, according to the ratios 
prescribed by the 1929 agreement. 

Under date of May 1, 1933, the petitioner, Outwater and 
Barnett executed a partnership agreement for the opera¬ 
tion of the above-described properties. They -were operat¬ 
ing under this agreement during the years 1936 and 1937, 
the years here in question. In that agreement it was pro¬ 
vided that “Out of profits and income of the copartnership” 
75 percent should be the share of the petitioner, 12 y> per¬ 
cent the share of Outwater and 12M» percent the share of 
Barnett until aggregate payments of $460,000 had been 
made, after which the profits and income were to be divided 
50 percent to the petitioner and 25 percent each to Outwater 
and Barnett. The ninth paragraph of the partnership 
agreement provided as follows: 

XkxTH: It is understood and agreed that the copartner¬ 
ship hereby defined is not a new partnership but is a con¬ 
tinuation of the partnership existing between the partners 
hereto since the year 1927, and is a definition of the rights 
and interests of the parties as created and covered by oral 
agreements between the parties in addition to the afore¬ 
said agreements dated May 2nd, 1927, and May 17th, 1929, 
and that the provisions of the said agreements dated May 
2, 1927 and May 17, 1927 have been in part performed and 
in part modified and abrogated by such agreements, and 
it is understood and agreed that the present agreement su¬ 
persedes the prior agreements between the parties, and 
particularly that the written agreements last mentioned 
are hereby cancelled and abrogated. 

Title to the mining properties was conveyed to the part¬ 
nership of Outwater, Schwerin and Barnett by the Central 
1 Hanover Bank & Trust Company on August 18,1937. 
149 For the years 1933, 1934, 1935, 1936 and 1937 the 
petitioner executed for the partnership and filed 
partnership returns of income showing the distributable 
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shares of the partnership income to be 75 percent to the pe¬ 
titioner and 12*4 percent each to Outwater and Barnett. 

The actual distributions made by the partnership to the 
three partners for the years 1936 and 1937 were in excess 
of their distributable shares of income as shown on the part¬ 
nership returns, the excess distributions being made from 
depletion and depreciation reserves. All distributions, 
however, were made on the basis of 75 percent to the peti¬ 
tioner and 12^ percent each to Outwater and Barnett. 

For the above years up to and including 1936 the peti¬ 
tioner reported on his individual returns as his income 75 
percent of the net income of the partnership as his dis¬ 
tributable share thereof. In his income tax return for 1937 
he reported only 50 percent of the net income of the part¬ 
nership as his distributable share of the partnership in¬ 
come. 

For the year 1936 the petitioner filed a claim for refund, 
the basis for the said claim being that he had reported 75 
percent of the net income of the partnership as his distri¬ 
butable share thereof, whereas his distributable share 
amounted to only 50 percent. On some date not shown, the 
petitioner was advised by the respondent that there was 
an overassessment of his income tax for the year 1936 in 
the amount of $3,821.02. The amount of the overassess¬ 
ment was credited in part to the tax years 1935 and 1937 
and refunded in part. The respondent thereafter con¬ 
cluded that the petitioner’s distributable share of the part¬ 
nership income was 75 percent and determined the defi¬ 
ciencies here in question on that basis. 

Opinion 

The petitioner contends that according to the only rea¬ 
sonable interpretation of the partnership agreement the 
partnership profits were to be shared 50 percent by himself 
and 25 percent each by Outwater and Barnett and that the 
25 percent additional of the said profits received by him 
represented partnership profits constructively received by 
Outwater and Barnett and paid to him as their share of the 
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purchase price to be paid by the partnership for the mining 
properties which had been originally acquired by the peti¬ 
tioner as his individual property. He contends that this 
interpretation of the partnership agreement is substan¬ 
tiated by the terms and provisions of the original plan to 
incorporate the business and by the provisions of the part¬ 
nership agreement of May 1, 1933, to the effect that after 
$460,000 had been distributed on the basis of 75 percent to 
himself and 12*4 percent each to Outwater and Barnett, the 
income and profits of the partnership thereafter were to 
be shared on a basis of 50 percent to himself and 25 percent 
each to Outwater and Barnett. The petitioner admits that 
his partners do not agree with his present interpretation 
of the partnership agreement. 

The partnership agreement speaks for itself, and we find 
nothing in it which justifies the conclusion contended for 
by the petitioner. The facts show that in starting the busi¬ 
ness the petitioner put up his mining property and Out- 
wateri for himself and Barnett, put up certain cash for de¬ 
velopment purposes. Distributions of the proceeds from 
the mining operations were made from time to time accord¬ 
ing to the agreement of the parties. Some indication of the 
basis of these distributions is found in the 1927 and 1929 
agreements. Those agreements contemplated the organi¬ 
zation of a corporation which was never formed and the 
parties finally under date of May 1, 1933, reduced their 
working agreement to writing in the form of a partnership 
! contract. Their rights to income and profits are fixed 
150 thereby and the determination of the respondent as 
! to the distributable shares of the partnership income 
for the years 1936 and 1937 is in accord with the terms of 
the partnership agreement. The fact that distributions 
were made from the depletion reserve on the same basis 
furnishes no ground for a contrary conclusion. Neither is 
it of any moment that the respondent at one time acceded 
to the view here contended for by the petitioner and re¬ 
funded part of the income tax reported and paid for 1936. 
That Congress intended that the respondent under such cir- 
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cumstances should collect as a deficiency amounts pre¬ 
viously refunded in error is apparent from section 271 of 
the Revenue Act of 1936 defining the term “deficiency.’* 
Decision will be entered for the respondent. 

Entered: February 26,1943 

151 Decision 

Pursuant to the determination of the Court, as set forth 
in its memorandum findings of fact and opinion entered 
February 26, 1943, in its 

Ordered and Decided: That there are deficiencies in in¬ 
come tax for the years 1936 and 1937 in the respective 
amounts of $6,160.65 and $6,250.46. 

Enter: 

Entered February 26, 1943. 

(S) BOLON B. TURNER 

(Seal) Judge. 

157 Endorsed: The Tax Court of the United States 
Filed May 24 1943 

Stipulation 

Counsel for the above-named Petitioner and Respondent 
on the fifth day of May, 1943, hereby stipulate and agree 
that the Decision and Final Order of Redetermination of 
the Tax Court of the United States be considered on Peti¬ 
tion for Review in the United States Court of Appeals for 
the District of Columbia and said counsel hereby designate 
the said United States Court of Appeals for the District of 
Columbia as the Court having jurisdiction to Review said 
cause. 

HENRY G. BURKE, 

Attorney for Petitioner , 

1016 Munsey Building, 
Baltimore, Maryland 
SAMUEL 0. CLARK, JR. 
Assistant Attorney General 
Department of Justice 
Washington, D. C. 
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158 Endorsed: The Tax Court of the United States 
Filed May 24, 1943 

In the United States Court of Appeals 
For the District of Columbia 

The Tax Court of the United States 
Docket No. 106873 

1 Martin Schwerin, Petitioner on Review, 


v. 

Gut T. Helvering, Commissioner of Internal Revenue, 

Respondent on Review. 

Petition for Review of Decision of the Tax Court of the 

United States 

To the Honorable Judges of the United States Court of 
'Appeals for the District of Columbia: 

Now comes Martin Schwerin, by Henry G. Burke, his 
Attorney, and respectfully shows: 

I. 

Jurisdiction 

That Martin Schwerin, the Petitioner on Review, is an 
individual income tax payer, residing in the City of Tucson, 
State of Arizona, and that his income tax returns for the 
calendar years 1936 and 1937 were duly filed with the Col¬ 
lector of Internal Revenue in and for the Eighth Illinois 
District. Guy T. Helvering, the Respondent on Review, 
is Gie duly appointed, qualified, and acting Commissioner 
of Internal Revenue of the United States, holding his office 
by virtue of the laws of the United States. 

Martin Schwerin, the Petitioner on Review, files 
159 this Petition pursuant to the Provisions of Sections 
1141 and 1142 of the Internal Revenue Code and in 
accordance with stipulation entered into between Counsel 
for the Petitioner on Review and Respondent on Review on 
the 5th day of May, 1943, stipulating and agreeing that the 
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decision and final order of redetermination of the Tax 
Court of the United States be considered on Petition for 
Review in the United States Court of Appeals for the Dis¬ 
trict of Columbia, and designating the said United States 
Court of Appeals for the District of Columbia as the Court 
having jurisdiction to review this cause, a copy of which 
stipulation has been filed in these proceedings. 

II. 

Prior Proceedings 

On January 16,1941, the Commissioner of Internal Reve¬ 
nue determined a deficiency in Federal Income Taxes 
against Martin Schwerin for the calendar years 1936 and 
1937 in the amount of $12,411.11. A notice of said defi¬ 
ciency was sent to said taxpayer by registered mail, in 
accordance with the provisions of existing Internal Reve¬ 
nue Laws. Thereafter, and on the 11th day of April, 1941, 
the taxpayer filed a Petition for Redetermination of said 
deficiencies by the Tax Court of the United States, which 
Court at that time was known as the United States Board 
of Tax Appeals. The said Appeal was thereafter tried by 
the Tax Court of the United States on June 9, 1942, at 
Washington, D. C. On February 26, 1943, that Court en¬ 
tered its Memorandum Findings of Fact and Opinion, and 
on February 26, 1943, pursuant to that Opinion, en- 
160 tered its Decision, wherein it ordered and decided 
that there were deficiencies against Martin Schwerin 
as follows: 

For the years 1936 and 1937, in the respective amounts 
of $6,160.65 and $6,250.46. 

On March 19, 1943, the Taxpayer, by his Attorney, filed 
a motion applying for review by The Tax Court of the 
United States of Memorandum Findings of Facts, Opinion, 
and Decision of Division. The said motion was denied on 
March 22, 1943. 
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m. 

Nature of Controversy 

Tlie nature of the controversy before The Tax Court of 
the United States was the determination of income taxes 
of the Petitioner on Review for the years 1936 and 1937 
and, in particular, whether the share of the taxpayer in 
the profits of the partnership of Out water, Schwerin and 
Barnett was a 50% interest or a 75% interest. 

The partnership herein referred to originated in 1927 
out of the understanding between Martin Schwerin, the 
Petitioner on Review, and Addison Outwater. Under the 
terms of this understanding, Martin Schwerin placed a 
value of $250,000.00 on a certain piece of mining property 
which he owned near Elizabethtown, Illinois. It was con¬ 
templated that the property be conveyed in trust for the 
benefit of the partnership, or for the benefit of a corpora¬ 
tion to be formed, and that provision be made for paying 
Schwerin the value placed by him on the property. In 
order to carry out this plan, and in order to provide pay¬ 
ments to Outwater likewise, it was agreed that redeemable 
preferred stock for $240,000.00 be issued to Schwerin and 
that the common stock be owned equally by Outwater 
161 and Schwerin. Provision was also made at the same 
! time for reimbursing Out-water for certain advances 
made by him and, also, paying to Schwerin the sum of 
$10,000.00, representing the difference between the $250,- 
000.00 value placed by him on the land and the $240,000.00 
in redeemable preferred stock which he was to receive. Aside 
froih the repayment of advances, the effect of the redemp¬ 
tion of the preferred stock would be to pay to Schwerin the 
sum of $250,000.00 for his land. 

In order to carry this plan into effect, provision was 
made that, as the preferred stock was redeemed, equal pay- 
merits in dividends would also be made on the common 
stock. The result, therefore, would be that Sch-werin would 
receive the full value of his land, together with the sum of 
$120,000.00 out of the distribution from the business, while 
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Outwater received likewise the sum of $120,000.00 and the 
reimbursement of all advances made by him. 

This plan was modified in a subsequent agreement dated 
May 17, 1929. The new agreement still contemplated the 
formation of a corporation, but in place of using the pre¬ 
ferred stock and common stock device, a royalty plan was 
substituted. Provision was made for the payment to Sch¬ 
werin and Outwater of certain sums designated as royalties 
in the ratio of 75 and 25 until total disbursements reached 
$480,000.00. Thereafter, payments were to be made equally 
to the two parties. This agreement indicated that C. M. 
Barnett, Jr. was co-owner with Outwater in the interest 
apparently owned hertofore exclusively by him. 

Although no corporation was ever formed, the designa¬ 
tion of “royalties” was applied by the partners to all 
162 subsequent distributions made to them. 

On May 1,1933, the partners again executed a new 
agreement abandoning all purpose to form a corporation. 
Thereafter, business was to be continued as a co-partner¬ 
ship, and out of the profits and distributions, 75% was to 
be the share of the Petitioner, 12%% was to be the share 
of Outwater, and 12%% was to be the share of Barnett, 
until aggregate payments totalled $460,000.00. Thereafter, 
the income was to be divided 50% to the Petitioner, and 
25% each to Outwater and Barnett. The reason for the 
reduction of total payments from $480,000.00 in the 1929 
agreement to $460,000.00 in the 1933 agreement was that 
$20,000.00 had been distributed in the interval. 

Throughout these agreements, the petitioner contends 
that the ratios in force applied to distributions, regardless 
of the share of profits and income. 

On August 18, 1937, the mining property was conveyed 
by the Central Hanover Bank and Trust Company to the 
partnership, thus dissolving the trusteeship in the land. 
Actual distributions made to the partners for the years 
1936 and 1937 were substantially in excess of the taxable 
income of the co-partners. 
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At the hearing before The Tax Court of the United 
States, the Taxpayer contended that it was the intent and 
meaning of the partnership agreements of May 1,1933, May 
17, 1929, and May 2, 1927, that the profits were shared by 
the partners in the ratios of 50, 25, and 25 for the years 
1936 and 1937; that the ratios of 75, 12M>, and 12 1 / 4 pro- 
i vided for in the various agreements related exclu- 
163 sively to distributions made among the partners, and 
not to the shares of the respective partners in the 
partnership income; and that the purpose of establishing 
the ratios of 75, 12 1 / 4, and 12in payments until the sum 
of $460,000.00 was distributed was to compensate the Peti¬ 
tioner for one-half of his interest in the land; wherefore, 
the Petitioner contends that the proceeds received by him 
in excess of 50% of the total disbursements of the partner¬ 
ship'represents proceeds of the sale of one-half interest in 
land and does not represent shares in the partnership 
profits. 

The Tax Court of the United States, however, sustained 
the determination of the Respondent and held that the 
ratios of 75, 12 1 / 4, and 12^ related to income and profits 
of the partners, and that the Taxpayer, therefore, was sub¬ 
ject to tax on 75% of the profits reported by the partner¬ 
ship for the years 1936 and 1937. 

Wherefore, the Petitioner on Review prays that this Hon¬ 
orable Court review the Findings of Fact, Opinion and De¬ 
cision and Order of The Tax Court of the United States 
and reverse and set same aside, and that a transcript of the 
record be prepared in accordance with the law and with 
the rules of said Court, and transmitted to the Clerk of 
the United States Court of Appeals for the District of 
Columbia for filing and for such other and further relief 
in the premises generally as the nature of the case may ad¬ 
mit and to this Honorable Court may seem meet and proper. 

1 HENRY G. BURKE, 

Attorney for Petitioner on Review 
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164 State of Maryland, City of Baltimore, ss. 

Henry G. Burke, being duly sworn, says that he is At¬ 
torney of Record for the Petitioner on Review and, as such, 
is duly authorized to verify the foregoing Petition for Re¬ 
view, that he has prepared said Petition and is familiar 
with the contents thereof, and that the said Petition is true, 
to the best of his knowledge, information and belief. 

HENRY G. BURKE 

Sworn to and subscribed before me this 24th day of 
May, 1943. 

DORIS M. LEE 

(Seal) Notary Public , State of Maryland 

My Commission Expires: 5/7/45 
• •♦#*#### ■* 

42 The Member: Did you own this property, then? 

The Witness: I did, absolutely. 

The Member: In fee? 

The Witness: In fee. 

The Member: And this money you were seeking 

43 was for development? 

The Witness: Oh, Yes. Going further into it, I 
made it very plain to him that in no event would I lease 
control to anyone else in a corporation or any one group, 
until I had received the sum of $250,000 for the property 
and then we got at the practical means of my getting back 
the $250,000 and it was proposed that they would take the 
the first preferred stock—No, he would take a second pre¬ 
ferred stock for the money that he was going to put up, 
and that would be paid first back to him and I would get a 
junior security of preferred stock which was to be re¬ 
deemed before there was any distribution on the common. 

In other words, we were divising machinery w'hereby 
the $30,000 he would put up would go to him first, which 
was perfectly agreeable with me, and then the basis of 
the property that I was putting in the corporation we con¬ 
templated then. 
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The price of the property was going to increase. He 
didii’t like that so much because it might leave him for a 
long time without any income. 

He said, “Will it be agreeable to you, Schwerin, while 
you are getting back your $250,000, we are getting some¬ 
thing also ? ’ ’ 

He said, “Suppose you get a distribution and we get 
something, too; while we are paying you for the property 
we will have an income.” 

44 I said, “All right; I think it will iron out, while 
1 I am getting my first $30,000, we will let you get 

$ 10 , 000 .” 

I agreed to that. We realized at once that the first re¬ 
payment would bring me in only $10,000, when they were 
paying me for the property, or the company was paying 
me for the property, it would involve ten or fifteen times 
the sum, and I agTeed so we could have a corporate set-up, 
roughly, like we agreed on. 

On May 2, 1927, we agreed to have a corporate set-up if 
and when the property was—if it proved sufficiently attrac¬ 
tive to justify such a corporate set-up, this agreement pro¬ 
vided for an advance of $10,000 to me. 

I went to the property and sunk a shaft. I intended 
to do that all along and I found fluospar and I drifted in 
it and found it very attractive, and the time approached 
to incorporate and proceed under that form instead of a 
partnership although we had no partnership agreement. 
But then it appeared, from advice from our attorney that 
the tax situation was not very favorable to the corporate 
set-up, as we had it preferred stock to them and to me. 

I didn’t go to New York. I didn’t talk to my partners- 
about it. We simply agreed by letter anything the 

45 lawyer would advise us was the thing to do. I didn’t 
i know anything about the partnership. I was per¬ 
fectly ignorant as to tax matters. 

• •••*••••# 
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Cross-examination of Mr. Schwerin. 

*••*••••#• 

77 Q. You know Mr. Outwater doesn’t agree with you 
on this contention you are making,* isn’t that so? 

A. I know that well. 

78 Q. And you also know Mr. Barnett doesn’t agree? 
A. I know that equally well. 


* Counsel’s Note: The contention referred to is the taxpayer’s view of the 
understanding among the partners respecting the agreed basis of distribution 
of partnership income. 
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In the United States Court of Appeals for the 
District of Columbia 


No. 8572 

Martin Schwerin, petitioner 

v. 

Commissioner of Internal Revenue, respondent 


ON PETITION FOR REVIEW OF THE DECISION OF THE TAX 
COURT OF THE UNITED STATES 


BRIEF FOR THE RESPONDENT 


OPINION BELOW 

The only previous opinion in this case is that of the United 
States Tax Court (R. 19-25), 1 which is not reported. 

JURISDICTION 

This case involves income taxes for the years 1936 and 1937. 
The decision of the Tax Court was entered on February 26, 
1943 (R. 25), and the petition for review was filed on May 
24, 1943 (R. 26-31). The parties have stipulated for review 
of this case by this Court pursuant to Section 1141 (b) (2) of 
the Internal Revenue Code. (R. 25.) The jurisdiction of 
this Court rests upon Sections 1141-1142 of the Internal Reve¬ 
nue Code. 


1 References designated “R” are to the Joint Appendix attached to the 
taxpayer’s brief. References designated “Rec.” are to the certified record 
on appeal and will be used only to designate material not included In the 
printed Appendix. 
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QUESTIONS PRESENTED 

1. Whether the taxpayer’s distributive share of the net in¬ 
come of the partnership of Outwater, Schwerin and Barnett 
for the taxable years 1936 and 1937 was 50% or 75%. The 
answer depends upon the terms of the partnership agreement. 

2. In the event that this Court should decide that the tax¬ 
payer’s distributive share was 50%, whether the amount re¬ 
presented by the additional 25% distributed to him by the 
partnership was capital gain realized during the taxable years 
1936 and 1937. 

STATUTES AND REGULATIONS INVOLVED 

Revenue Act of 1936, c. 690,49 Stat. 1648: 

Sec. 181. Partnership not taxable. 

Individuals carrying on business in partnership shall 
be liable for income tax only in their individual capacity. 

Sec. 182. Tax of partners. 

There shall be included in computing the net income 
of each partner his distributive share, whether distrib¬ 
uted or not, of the net income of the partnership for 
the taxable year. 

Sec. 183. Computation of partnership income. 

The net income of the partnership shall be computed 
1 in the same manner and on the same basis as in the 
case of an individual. 

Treasury Regulations 94. promulgated under the Revenue 
Act of 1936: 

Art. 182-1. Distributive share of partner. —Individ- 
' uals carrying on business in partnership are taxable 
upon their distributive shares of the net income of such 
partnership, whether distributed or not, and are re¬ 
quired to include such distributive shares in their 
returns. * * * 

***** 

If the result of partnership operation is a net loss 
(excess of allowable deductions over gross income), the 
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loss will be divisible by the partners in the same pro¬ 
portion as net income would have been divisible (or, 
if the partnership agreement provides for the division 
of a loss in a manner different from the division of a 
gain, in the manner so provided), and may be taken 
by the individual partners in their returns of income. 

STATEMENT 

The facts are set forth in the findings of fact of the Tax 
Court (R. 19-23), which summarize the testimony and ex¬ 
hibits with substantial completeness and accuracy. 

The taxpayer is an individual residing in Tucson, Arizona, 
and is engaged in fluorspar mining near Elizabethtown, Illinois, 
which mining business is conducted as a partnership under 
the name of Outwater, Schwerin and Barnett. His income 
tax returns for the years 1936 and 1937 were filed with the 
Collector of Internal Revenue for the Eighth District of 
Illinois. (R. 19.) 

In 1920 the taxpayer acquired approximately 268% acres 
of land near Elizabethtown, Illinois, at $50 an acre. In addi¬ 
tion he expended other sums to establish his title, thereby 
bringing the total cost of the land to about $23,000. He be¬ 
lieved that a fluorspar mine could be operated on the land, and 
in 1923 began negotiations with Addison Outwater, of New 
York City, for financing the development of the property. 
These negotiations culminated in an agreement dated May 2, 
1927, whereby Outwater was to supply $30,000 in cash for 
the purpose mentioned. Of this amount $5,000 was to be 
paid presently and the balance at the rate of $1,200 per month 
with the provision that the installments might be increased 
if the reasonable needs of development of the property should 
require it. The agreement provided that when the entire 
$30,000 had been advanced by Outwater or sooner if the parties 
agreed, the taxpayer should cause a corporation to be organ¬ 
ized under the laws of the state of Illinois, to which the prop¬ 
erty should be conveyed, the mining operations thereafter to 
be carried on by the corporation. The authorized capital 
stock of the corporation was to consist of three classes: $50,000 
par value of Seven Percent Cumulative First Preferred Stock, 


$330,000 par value of Second Preferred Stock, entitled to no 
dividends, and 1.000 shares of no par value common stock. 
The First Preferred Stock was to be issued only for additional 
capital. Of the S330.000 par value of Second Preferred Stock, 
$50,000 was to be held in the treasury, and of the remaining 
S2S0.000 par value of such stock the taxpayer was to receive 
$250,000 and Outwater $30,000. The 1,000 shares of no par 
value common stock were to be divided equally between them. 
It was contemplated that out of the first proceeds from the op¬ 
eration of the property the $30,000 par value of Second Pre¬ 
ferred Stock issued to Outwater and the $10,000 par value of 
such stock issued to the taxpayer should be redeemed contem¬ 
poraneously. After the redemption of that stock, the pro¬ 
ceeds from operations were to be allocated 50% to the redemp¬ 
tion of the remaining $240,000 par value of Second Preferred 
Stock held by the taxpayer and 50% as dividends upon the 
common stock held equally by the taxpayer and Outwater. 
(R. 19-20.) 

The moneys advanced by Outwater were to be handled 
through Central Union Trust Company of New York, which 
later became Central Hanover Bank and Trust Company, and 
by a concurrent agreement dated May 2, 1927, between the 
taxpayer, Outwater and the bank, it was agreed that the mining 
property which had been conveyed to the bank as trustee 
should, upon the joint demand of the taxpayer and Outwater, 
be reconveyed to the corporation to be formed or to other 
nominees of the parties. (R. 21.) 

The taxpayer proceeded in the development of the property 
according to the agreement. It became necessary to have de¬ 
velopment funds in excess of the $30,000 advanced by Out¬ 
water, and such funds were provided 50% by the taxpayer and 
50% by Outwater. No corporation was formed, however, and 
on May 17, 1929, a new agreement was entered into between 
the taxpayer and Outwater revising to some extent the original 
plans for a corporation. Under this second agreement the com¬ 
mon stock was to remain the same and was to be issued 501 
shares to the taxpayer and 499 shares to Outwater. All pre¬ 
ferred stock was eliminated. It was contemplated that the 
proceeds from operations should be distributed under the head- 
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ing of “royalties,” which were to be computed on the tonnage 
the fluorspar mined. The first $33,000 was to be distributed in 
equal amounts to the taxpayer and Outwater and was to cover 
the additional development funds provided by them in the in¬ 
terval. The next $40,000 was to be distributed 75% to Out¬ 
water and 25% to the taxpayer. Upon payment of the two 
amounts mentioned, the next S4S0.000 to become distributable 
as “royalties” was to be distributed 75% to the taxpayer and 
25% to Outwater. After this amount had been paid, ail sub¬ 
sequent payments were to be on the basis of one half to the 
taxpayer and the other half to Outwater. This agreement dis¬ 
closed for the first time that C. M. Barnett. Jr., was the owner 
of one-half of the interest previously indicated as belonging to 
Outwater. (R. 21.) 

The corporation contemplated by the agreement of May 27, 
1929. was not organized and the mining operations were con¬ 
tinued by the taxpayer as before, the proceeds therefrom being 
distributed, however, according to the ratios prescribed by the 
1929 agreement. (R. 21.) 

Under date of May 1,1933. the taxpayer. Outwater and Bar¬ 
nett executed a partnership agreement for the operation of 
the above-described properties. They were operating under 
this agreement during the years 1936 and 1937. the years here 
in question. In that agreement it was provided that “Out of 
profits and income of the copartnership” 75% should be the 
share of the taxpayer, 12*4 %> the share of Outwater and 
12i/ 2 % the share of Barnett until aggregate payments of $460,- 
000 had been made, after which the profits and income were to 
be divided 50% to the taxpayer and 25% each to Outwater 
and Barnett. The ninth paragraph of the partnership agree¬ 
ment provided as follows (R. 22): 

Ninth: It is understood and agreed that the copart¬ 
nership hereby defined is not a new partnership but is a 
continuation of the partnership existing between the 
partners hereto since the year 1927, and is a definition of 
the rights and interests of the parties as created and 
covered by oral agreements between the parties in addi¬ 
tion to the aforesaid agreements dated May 2nd, 1927, 
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i and May 17th, 1929. and that the provisions of the said 
i agreements dated May 2, 1927 and May 17, 1929, have 
been in part performed and in part modified and abro¬ 
gated by such agreements, and it is understood and agreed 
that the present agreement supersedes the prior agree- 
! ments between the parties, and particularly that the 
i written agreements last mentioned are hereby cancelled 
and abrogated. 

Title to the mining properties w*as conveyed to the partner¬ 
ship of Outwater, Schwerin and Barnett by the Central Han¬ 
over Bank & Trust Company on August 18, 1937. (R. 22.) 

For the years 1933, 1934. 1935, 1936 and 1937 the taxpayer 
executed for the partnership and filed partnership returns of 
income showing the distributable shares of the partnership in¬ 
come to be 75% to the taxpayer and 12*4% each to Outwater 
and Barnett. (R. 22-23.) 

The actual distributions made by the partnership to the three 
partners for the years 1936 and 1937 were in excess of their 
distributable shares of income as shown on the partnership re¬ 
turns, the excess distributions being made from depletion and 
depreciation reserves. All distributions, however, were made 
on the basis of 75% to the taxpayer and 12*4% each to Outwater 
and Barnett. (R.23.) 

For the above years up to and including 1936 the taxpayer re¬ 
ported on his individual returns as his income 75% of the net 
income of the partnership as his distributable share thereof. 
In his income tax return for 1937 he reported only 50% of the 
net income of the partnership as his distributable share of the 
partnership income. (R. 23.) 

For the year 1936 the taxpayer filed a claim for refund, the 
basis for the claim being that he had reported 75% of the net 
income of the partnership as his distributable share thereof, 
whereas his distributable share amounted to only 50%. On 
some date not shown, the taxpayer was advised by the Com¬ 
missioner that there was an overassessment of his income tax 
for the year 1936 in the amount of $3,821.02. The amount of 
the overassessment was credited in part to the tax years 1935 
and 1937 and refunded in part. The Commissioner thereafter 
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concluded that the taxpayer’s distributable share of the partner¬ 
ship income was 75% and determined the deficiencies here in 
question on that basis. (R. 23.) 

The Tax Court rejected the taxpayer’s contention that under 
the partnership agreement his distributable share of the partner¬ 
ship profits was 50% and that the other 25% he received repre¬ 
sented profits constructively received by Outwater and Barnett 
and paid to him as their share of the purchase price to be paid 
by the partnership for taxpayer s mining property. The Court 
held instead that the taxpayer’s distributable share of the 
partnership property was 75% during the taxable years 1936 
and 1937. 

SUMMARY OF ARGUMENT 

A. Under Section 181 of the Revenue Act of 1936. a partner 
is liable for income tax on his distributive share of the net in¬ 
come of the partnership. The distributive share to which a 
partner is entitled depends upon the terms of the partnership 
agreement in the particular case. In the instant case, the 
partnership agreement expressly provided that the taxpayer was 
entitled to a 75% share of partnership income and profits during 
the taxable years in issue. The consistent partnership practice 
adhered strictly to the terms of the partnership agreement. 
The determination of the Commissioner and the Tax Court, 
therefore, that the taxpayer is taxable on the basis of a 75% 
distributive share of the net income of the firm Outwater, 
Schwerin and Barnett, should be sustained. 

B. If the taxpayer’s contention that he is taxable on only 
50% of the partnership net income and that the other 25% he 
received was a return of capital constructively paid to him by his 
partners is sound, then the taxpayer realized substantial un¬ 
reported capital gain during the taxable years in issue. The 
record clearly indicates that prior to 1936, the taxpayer had 
already received more than the total cost of the equity interest 
in the land which he asserts he was selling to his partners. Ac¬ 
cordingly, if the disputed 25% of the partnership distributions 
received by the taxpayer during the years 1936 and 1937 were 
viewed as a return of capital, the total amount would be taxable 
as capital gain. Hence, if this Court should disagree with the 

565541—43-2 
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Commissioner’s contention respecting the construction of the 
partnership agreement, the case should be remanded to the Tax 
Court to compute taxpayer’s income tax deficiency from un¬ 
reported capital gain. 

ARGUMENT 

* 

I 

During the taxable years 1936 and 1937, the taxpayer’s dis¬ 
tributive share of partnership net income was 75% 

Partnerships are not subject to income tax as separate en¬ 
tities. Each partner is liable for income tax only in his individ¬ 
ual capacity. But in computing his net income, however, 
such partner must include his distributive share of the net in¬ 
come of the partnership for the taxable year. See Sections 181 
and 182 of the Revenue Act of 1936. supra. The taxpayer 
insists that his distributive share as a partner in the firm of 
Outwater. Schwerin and Barnett was 50% of the partnership 
net income. The Commissioner and the Tax Court determined 
his distributive share to be 75%. Since partnership profits may 
be distributed in whatever proportions are agreed upon by the 
partners and their agreement determines the respective liabil¬ 
ities of the partners for federal tax purposes (Heilman v. United 
States, 44 F. 2d 83 (C. Cls.)), the controversy in the instant 
case turns on the construction of the partnership agreement 
of May 2.1933. which established the partnership of Outwater, 
Schwerin and Barnett, and defined the rights and obligations of 
the respective partners during the taxable years in question. 

The third clause of this agreement sets forth the distributive 
share to which each partner is entitled in the following language 
(Rec. 115): 

Third: It is understood and agreed that the respec¬ 
tive shares which the above-named partnership [sic] 
shall have in the income and profits of the partnership 
are as follows: 

(a) Out of the profits and income of the copartnership 
75% shall belong to and be the share of the said Martin 
Schwerin, 12*4% shall belong to and be the share of the 
said Charles M. Barnett, Jr., and 12*4% shall belong to 
and be the share of the said Addison Outwater. This 


proportionate share and division of the profits and in¬ 
come of the copartnership shall continue until the ag¬ 
gregate payments made under this subdivision shall 
amount to the sum of Four Hundred and Sixty Thou¬ 
sand Dollars ($460,000.00. * * * 

(b) After said sum of Four Hundred and Sixty Thou¬ 

sand Dollars ($460,000.00) has been divided and dis¬ 
tributed among the partners as income and profits of the 
copartnership * * * thereafter the share of each of 

the aforesaid partners from the profits and income of 
the copartnership shall be to wit: Martin Schwerin 
50%, Addison Outwater 25%, Charles M. Barnett, Jr. 
25%. 

(c) It is the intent of this agreement that profits and 
income shall be divided and distributed among the part¬ 
ners as same may become available, retaining in 
the treasury not more than Fifty Thousand Dollars 
($50,000.00) except by unanimous agreement of the 
partners. 

The total distributions of the partnership did not aggregate 
$460,000 by the end of the taxable years in question. (R. 7.) 
Under these circumstances, the unambiguous language of the 
agreement compels the conclusion that the taxpayer was en¬ 
titled to 75% of the net income of the partnership and is tax¬ 
able accordingly. Moreover, the terms of the agreement con¬ 
sistently controlled actual partnership practice. All distribu¬ 
tions made by the partnership were divided 75% to the 
taxpayer and 12*4% each to Outwater and Barnett. 

If we understand the taxpayer’s argument, it is that the 
understanding among the partners was that from the begin¬ 
ning the taxpayer was to have only a 50% interest in the 
partnership assets and income, that each of the other partners 
was to have a 25% interest and that the extra 25% of the profits 
which the taxpayer actually received represented profits con¬ 
structively received by Outwater and Barnett and paid to 
the taxpayer as their share of the purchase price to be paid 
by the partnership for the mining properties originally ac¬ 
quired by the taxpayer. In other words the contention in sub¬ 
stance is that the taxpayer sold his partners a half-interest in 





10 


the mining property in consideration of the receipt ol deferred 
payments and all three contributed the property to the part¬ 
nership, he acquiring a 50% interest and Outwater and Bar¬ 
nett each a 25% interest. (Br. 2.3.4,6.8.) This was the argu¬ 
ment made before the Board (R. 23-24, 32; Rec. 76) and is 
in line with the taxpayer’s own statement of what he under¬ 
stood the agreement to be (R. 32). There are. however, other 
statements in the brief intimating or suggesting that Out¬ 
water and Barnett were not 50% partners from the outset, 
but were in the process of acquiring a one-half equity in the 
mining property or an additional interest in the partnership 
itself. (Br. 8-9.) Since it seems obvious that if they had not 
yet become owners of a 50% interest in the partnership, they 
would not be required to report 50% of the distributive profits 
and it would follow that 75% should be taxed to the taxpayer 
(cf. Pope v. Commissioner, 39 F. 2d 420 (C. C. A. 1st)), we 
shall assume that the taxpayer’s position is that the taxpayer 
sold a 50% interest in the mine to Outwater and Barnett for 
deferred payments and that they held a 50% partnership in¬ 
terest from the beginning. As we show in Point II of the argu¬ 
ment, and as taxpayer’s counsel conceded before the Board 
(Rec. 76), this theory would lead to the conclusion that the tax¬ 
payer realized capital gains during the taxable years and not to 
the conclusion that no taxable income was received. 

We submit, however, that the Board properly rejected the 
taxpayer’s argument that 25% of the partnership profits which 
the taxpayer received was a return of capital. The partnership 
agreement furnishes no support for such a theory. Nowhere 
does it state that the taxpayer’s partners were to have a 50% 
interest in the partnership agreement, from the outset or that 
the taxpayer’s interest was to be a 50% interest, or that Out¬ 
water and Barnett should pay him for an interest in the mine. 
The agreement does contemplate that eventually there will be a 
50%, 25% and 25% allocation of partnership interest among 
the partners. But this situation will prevail only after the 
express condition in the partnership agreement, that $460,000 
first be distributed, has been fulfilled. Until such time, how¬ 
ever, the partnership ratio was set at 75%, 12*4% and 121/4%, 
and that was the situation when the tax liability here arose. 
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The partnership agreement is clear and unambiguous. 
There is nothing extraordinary about the arrangement that 
would justify an assumption that the individuals could not 
have intended to make the agreement which they purported 
to make, and hence that extrinsic evidence should be con¬ 
sidered to determine the meaning of the agreement. Cf. 
Southern Power & Mfg. Co. v. Commissioner , 82 F. 2d 104 
(C. C. A. 5th). The taxpayer had simply made a larger con¬ 
tribution and in recognition of that fact he was to receive a 
larger share of the profits for a time. The parties were free 
to agree that this larger share was to be paid to him only for 
a period and not indefinitely, and during the period he was 
to receive the larger sum, he was receiving a distributive share 
of partnership profits. Cf. BillwMer’s Estate v. Commissioner, 
31 F. 2d 286 (C. C. A. 2d), certiorari denied, 279, U. S. 866; 
Commissioner v. Banfield, 122 F. (2d) 1017 (C. C. A. 9th). 

Even if the terms of the partnership agreement with respect 
to the distributive shares of the partners were ambiguous, 
we submit that the following facts demonstrate that the tax¬ 
payer’s distributive share was 75%, not 50% as he now 
claims: 

(1) The partnership returns of income for the years 1933, 
1934. 1935, 1936 and 1937 (Rec. 125, 129, 133, 137, 141) all 
state that the taxpayer’s percentage of net income of the 
partnership is 75%. Each of these partnership returns was 
signed and sworn to by the taxpayer himself. Thus when these 
returns were filed, the taxpayer apparently believed that the 
third clause of the partnership agreement was unambiguous 
and meant what it said. 

(2) The taxpayer did not report any capital gain or distribu¬ 
tions he received from the partnership. If, as he now asserts, 
25% of the amounts he received constituted a return on his 
capital invested in the mining property, he clearly realized 
capital gain during the taxable years in issue here. (See Point 
II, infra.) His failure to report such capital gain strongly sug¬ 
gests that he looked upon his distributive share as 75% and 
did not think that he was receiving deferred payments from 
his .partners for the purchase of a one-half interest in partner- 
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ship property. Significantly, even now, the taxpayer offered 
no explanation of his obviously inconsistent positions. 

(3) The partnership return of income for 1935 (Rec. 133) 
reveals a net loss of S7.463.41. without taking into account a 
salary of $6,000 paid the taxpayer. The salary paid to the tax¬ 
payer during that year was S6.000. making a total loss by the 
partnership of S13.463.41. In computing the distributive share 
of the loss of the respective partners the loss shown for the 
taxpayer was 75% cf SI-.463.41 or $10,097.56. less his salary 
of S6.000. or $4,097.56. The loss shown for taxpayer’s partners 
was 12*4% each of $13,463.41. or S1.6S2.92 each. This alloca¬ 
tion of loss is consistent only with the assumption that the tax¬ 
payer s distributive interest was 75%. The theory that the 
taxpayer had only a 50% interest but received the other 25% 
from the other partners as a return of capital does not square 
with his taking a full 75% of the partnership loss for purposes 
of his personal income tax return. As a 50% partner he would 
have been entitled to take only 50% of the loss. The fact 
that on his theory he received payments from the other partners 
of 25% more hardly entitles him to take 25% more of the loss. 
Certainly the taxpayer’s partners could not be said to have been 
“purchasing’* out of partnership losses a portion of the tax¬ 
payer’s interest in the partnership land. Actually, the taking 
of 75% of the loss merely corroborates what the partnership 
agreement clearly provides: The taxpayer was a 75% not a 
50% partner in the enterprise. 

Finding no language in the present partnership agreement to 
support his theory, the taxpayer turns to antecedent agreements 
to show the intention of the parties. These former agreements 
are wholly irrelevant in ascertaining rights and obligations 
under the present agreement in view of its Ninth clause which 
states (R. 22): “* * * it is understood and agreed that the 
present agreement supersedes the prior agreements between the 
parties, and particularly that the written agreements last men¬ 
tioned are hereby cancelled and abrogated”. 

Even if the antecedent agreements properly may be invoked, 
however, they do not support taxpayer’s contention that his 
distributive share under the present agreement is 50% rather 
than 75%. Assuming, as taxpayer asserts, that the previous 
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agreements and the present agreement read together demon¬ 
strate that the land transferred by the taxpayer to the enter¬ 
prise was valued at $250,000 and that it was consistently 
recognized that the taxpayer was entitled to repayment of this 
amount, it does not follow that his distributive share in the 
present partnership was only 50%. Under the first agreement 
in 1927, a corporation was to be set up in which the taxpayer 
was to be paid $250,000 through the retirement of a special 
class of second preferred stock issued to him. The 1929 agree¬ 
ment substituted a system of “royalty” payments by the pro¬ 
posed corporation for the plan to retire the special class.of 
preferred stock. And we may concede, arguendo, that the 
partnership agreement of 1933 contemplated an adequate re¬ 
turn for the land the taxpayer contributed to the enterprise. 
However, to accomplish this purpose the taxpayer was given 
a 75% interest in the partnership until the total distributions 
from the partnership had reached $460,000. Recognition was 
given to the so-called excess capital contribution of the tax¬ 
payer by giving him a 75% distributive share in the partner¬ 
ship. The remaining partners agreed to accept a 25% share 
between them until he had been adequately compensated. 
Cf. Billwiller’s Estate v. Commissioner, supra; Commissioner 
v. Ban field, supra; Taylor v. Commissioner, 2 B. T. A. 1159; 
Lloyd v. Commissioner, 15 B. T. A. 82. 

It is true that the partnership agreement might have pro¬ 
vided that the taxpayer’s partners were to have a 50% interest 
in the partnership, 25% of which was to be used to pay off tax¬ 
payer’s excessive contribution. Similarly the partners could 
have entered into a separate contract whereby taxpayer’s part¬ 
ners agreed to pay the taxpayer for his excess capital contri¬ 
bution. The parties could have given the taxpayer a special 
mortgage lien on the property. Or provision could have been 
made for special royalty payments to the taxpayer. Indeed, 
royalty payments and the retirement of a special class of pre¬ 
ferred stock were at one time actually contemplated by the 
parties. Assuming that such an agreement might have had 
different consequences, the important fact is that the parties 
did none of these things. They solved the problem of paying 
the taxpayer for his excess capital contribution by giving him 
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a greater distributive share in the partnership. For tax pur¬ 
poses that is determinative. It is not what they might have 
done but what they did that is controlling. Weiss v. Steam, 
265 U. S. 242; Clemmons v. Commissioner, 54 F. 2d 209 
(C. C. A. 5th; Bruce v. Helvering, 76 F. 2d 442 (App. D. C.). 

The taxpayer calls attention to the fact that distributions by 
the corporation were not in fact limited to profits but included 
sums withdrawn from the depletion accounts. However, since 
all these sums were distributed in the ratio of 75%, 12 1 / 4% and 
12 1 /j>%, they have no peculiar relevance in showing what the 
distributive shares of the respective partners were. The part¬ 
nership agreement laid down the business policy that partner¬ 
ship receipts be distributed to the partners, not retained in the 
treasury. The taxpayer received 75% of all taxable income, 
and. in addition. 75% of other distributions which, as a matter 
of business policy, were withdrawn from partnership reserves. 

The Commissioner agrees with the proposition set forth in 
cases cited by the taxpayer that a partner will be taxable on his 
distributive share of partnership net income even though he 
may transfer his right to receive such partnership net income to 
his creditor or other person. The cases are in point, however, 
only if we assume the very point in issue, i. e., that under the 
agreement in this particular case the taxpayer’s partners were 
entitled to receive 50% of all partnership distributions but had 
transferred their right to receive one-half of this amount to the 
taxpayer. In this case the taxpayer’s partners have never 
transferred to the taxpayer any right to receive any of their net 
income. Under the partnership agreement their distributive 
share was only 25%; the taxpayer’s distributive share was 75%. 

II 

Alternatively, during the taxable years 1936 and 1937 the tax¬ 
payer realized capital gain on distributions received from 
the partnership and is taxable accordingly 

The taxpayer states on pages 2 and 3 of his brief: 

The Petitioner contends that the purpose of the ar¬ 
rangement with his partner or partners was to form 
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an equal partnership and at the same time to make pro¬ 
vision for the reimbursement to him of the value which 
he placed .upon the land at the time of the formation of 
the copartnership in 1927. Consequently, of the 
seventy-five per cent received by the Petitioner he as¬ 
serts that fifty per cent represented the distribution of 
profits and twenty-five percent represented the proceeds 
of the sale of a one-half interest in the mining property. 

If this view is sound, the taxpayer realized capital gain under 
Section 117 of the Revenue Act of 1936, and is liable for income 
tax thereon during the taxable years 1936 and 1937. The min¬ 
ing property was a “capital asset” of the taxpayer within the 
meaning of Section 117 (a) (1) of the Revenue Act of 1936, and 
from the record it is clear that “sums” paid by the taxpayer’s 
partners to “purchase” a one-half interest in the property ex¬ 
ceeded the cost thereof to the taxpayer. 

The cost to the taxpayer of the land which he transferred 
to the enterprise in 1927 was $23,000. (R. 19-20; Br. 2; Rec. 
56, 57, 58.) This contribution was valued at $250,000 by the 
parties. (R. 20, 28; Br. 2.) On the taxpayer’s theory, when 
the partnership distributions aggregate $500,000, the taxpayer 
will have received 50% of $500,000, or $250,000, as a co-equal 
partner. Barnett and Outwater together will have received 
50% of $500,000—$125,000 in cash—and $125,000 which they 
paid over to the taxpayer in return for a full one-half interest 
in the mining property. (Br. 8.) Therefore, the taxpayer was 
to receive $125,000 from his partners in return for an interest 
in property the cost of which to him was $11,500 (i. e., one- 
half of $23,000, the total cost of the land). 

Prior to May 1, 1933, the enterprise had distributed $40,000 
to the partners. (R. 22, 29; Br. 2.) Of this amount, $10,000 
constituted payment to the taxpayer for the land. (R. 20.) 
Further, the partnership income tax-returns reveal that Bar¬ 
nett and Outwater’s joint share of partnership net income 
totaled more than $2,400 for 1933 and $2,200 for 1934. (Rec. 
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125:129.) 2 On taxpayer’s theory, they constructively received 
equivalent amounts which they paid to the taxpayer. Thus, 
long before the taxable years in issue here the taxpayer already 
had realized substantial capital gains on the land which he 
contributed to the enterprise. Cf. Brown v. Commissioner, 69 
F. 2d 863 (C. C. A. 5th), certiorari denied, 293 U. S. 579; Lloyd 
v. Commissioner, 15 B. T. A. 82. 

Since the Tax Court decided that the taxpayer’s distributive 
share of the partnership income was 75%. there was no occasion 
to pass upon the capital gain aspects of this case. If. how¬ 
ever, this Court disagrees with the Tax Court's construction 
ot the partnership agreement and adopts the view urged by the 
taxpayer, we submit that this case should be remanded to the 
Tax Court with instructions to determine the additional income 
tax due from the taxpayer during the years in question as a re¬ 
sult of capital gains realized. The 25% in controversy repre¬ 
sents either the taxpayer’s distributive share of partnership net 
income or is a gain from a sale. In either case there exists a 
substantial deficiency in income tax paid during the taxable 
years 1936 and 1937. 

CONCLUSION 

The decision of the Tax Court was correct in all respects, is 
in accordance with law and should be affirmed. 

Respectfully submitted. 

Samuel 0. Clark. Jr., 
Assistant Attorney General. 
i Sew all Key. 

1 Helen R. Carloss. 

i Norman S. Altman. 

Special Assistants to the Attorney General. 

October 1943 

* It'should be noted that these represent distributive shares of net income. 
The total distributions to the partners may have been much greater since 
it was the practice to invade depletion reserves. (R. 23: Br. 11.) On the 
taxpayer’s theory, the basis for ascertaining capital gain realized by him 
would be the total amounts ‘'received” from his partners, or 25% of the 
total distributions of the partnership, not merely 25% of the profits. 
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IN THE 


United States Court of Appeals 

District of Columbia 


No. 8572. 


MARTIN SCHWERIN, Petitioner, 

v. 

COMMISSIONER OF INTERNAL REVENUE, 

Respondent. 


On Petition to Review the Decision of the Tax Court of the 

United States. 


REPLY BRIEF ON BEHALF OF PETITIONER. 


The Petitioner relies on its Brief heretofore filed herein 
and confines itself in this Reply Brief to answering some of 
the erroneous statements and conclusions in the Respond¬ 
ent’s brief. The numbering of the Points in the Respond¬ 
ent’s Brief is followed herein. 
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I. 

The Respondent's statement of the Petitioner's case on 
page 9 of his Brief may be misleading when he says “it is 
that the understanding among the partners was that from 
the beginning the taxpayer was to have only a 50 per cent 
interest in the partnership assets and income, that each of 
the other partners was to have a 25 per cent interest and 
that the extra 25 per cent of the profits, which the taxpayer 
actually received, represented profits constructively re¬ 
ceived by Outwater and Barnett and paid to the taxpayer 
as their share of the purchase price to be paid by the part¬ 
nership for the mining properties originally acquired by 
the taxpayer”. This restatement of the facts disregards 
the important points that (1) from the beginning the tax¬ 
payer's partners did not have a 50 per cent interest in the 
partnership assets, and (2) the provision that the 75 per 
cent and 25 per cent ratios were limited in time until dis¬ 
tributions totalled $500,000.00. The statement is further 
misleading in implying that the partnership was buying 
the mining property of the taxpayer. In effect, a partner¬ 
ship is merely the sum total of its individual members and 
the purpose of the arrangement entered into by the tax¬ 
payer and his partners was to sell to them one-half of his 
interest in the mining property so as to make them part¬ 
ners eventually in the assets of the business on a basis equal 
with himself. This result was to be achieved according to 
the understanding of all the partners when distributions 
from the partnership aggregated $500,000.00. Until these 
distributions aggregated $500,000.00, the taxpayer and his 
partners each had a 50 per cent interest in the income and 
the distributions but their interest in the assets remained 
unequal until the specified total of $500,000.00 was reached. 
As distributions were made, however, the equity of the tax¬ 
payer’s partners continued to increase. The taxpayer’s 
case rests on the proposition that the 1933 agreement, as 
well as the earlier agreements, establish clearly and unam- 
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biguouslv that from the first the taxpayer’s partners were 
to enjoy the benefit of 50 per cent of the distributions, al¬ 
though they did not own a 50 per cent interest in the part¬ 
nership capital, and although payments were actually to 
be made in the ratio of 75 per cent and 25 per cent until the 
sum of $500,000.00 was reached. 

It is the taxpayer’s contention that under these circum¬ 
stances the increment occurring in his partners’ interests in 
the capital represents income to them. The facts are not 
dissimilar to those of Brown v. Commissioner, 69 F. (2d) 
863, cited by the Respondent. The facts in that case were 
briefly summarized in the syllabus of the case as reported 
in 26 B. T. A. 7S1: “In 1917 petitioner entered into a con¬ 
tract for the cutting of timber owned bv her. Petitioner 
was to receive specified amounts per thousand feet as the 
timber was cut and also some corporate stock after certain 
obligations had been paid. Petitioner received the stock in 
1921. Held, the transaction was not an exchange of prop¬ 
erty resulting neither in gain nor loss but that the stock 
formed part of the consideration and constituted taxable 
income in 1921. Held, further, petitioner is not entitled to 
recover the full investment value of the entire tract of tim¬ 
ber before becoming liable to income tax upon the profits 
received from the timber as it was cut and sold.” In the 
Brown case the taxpayer received taxable income when she 
received the stock in the corporation. In the present case 
the Petitioner’s partners receive income with each distri¬ 
bution of partnership funds because with each distribution 
their interest in the partnership capital increases. This 
increase in turn represents a transfer from the taxpayer’s 
capital to the capital of his partners. 

The Respondent’s contention on page 11 of his Brief 
that “the taxpayer had simply made a larger contribution 
and, in recognition of that fact, he was to receive a larger 
share of the profits for a time” would be sound if no diminu¬ 
tion occurred in the taxpayer’s interest and no increment 
occurred in his partners’ interests. Actually as distribu- 
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tiond were made by the partnership, the taxpayer’s equity 
in the capital of the partnership diminished and the equity 
of his partners increased. This provision is set forth in 
the Fourth paragraph of the 1933 agreement: 

“Fourth: Upon termination or liquidation of the 
copartnership for any cause, or in event of distribution 
of capital of the copartnership other than income or 
profits, the share of the respective partners in such 
principal or capital shall be as follows: 

(a) If the sum of Four Hundred and Sixty Thou¬ 
sand Dollars ($460,000.00) shall not have been paid or 
distributed to the copartners as in paragraph (a) of 
the preceding third section provided, the difference be¬ 
tween the sum distributed and Four Hundred and Sixty 
Thousand Dollars ($460,000.00) shall first be distrib¬ 
uted 12 y*7c thereof to the said Charles M. Barnett, Jr., 
12^4% thereof to the said Addison Outwater, and 75% 
thereof to the said Martin Schwerin, until the aggre¬ 
gate amount of said distribution with the amounts 
theretofore paid pursuant to paragraph (a) of the pre¬ 
ceding third section shall aggregate the sum of Four 
Hundred and Sixty Thousand Dollars ($460,000.00). 

(b) TVlien or if the said sum of Four Hundred and 
Sixty Thousand Dollars ($460,000.00) shall have been 
paid, thereafter the balance of the principal or corpus 
'of the copartnership shall be distributed among the 
partners, so that each shall receive as follows: Martin 
Schwerin—50%, Charles M. Barnett, Jr.—25%, Addi¬ 
son Outwater—25 %.” 

The fact that the taxpayer owned more than a 50 per 
cent interest in the capital of the business until total dis¬ 
tribution reached $500,000.00 is borne out by all three agree¬ 
ments. In the 1927 agreement, voting power rested in both 
the preferred and common stock, so that the taxpayer re¬ 
tained the controlling voice until his preferred stock had 
been redeemed to the point where his holdings in the corpo¬ 
ration were equal to those of his associates. In the 1929 
agreement specific provision was made in the seventh para¬ 
graph thereof that the taxpayer should have the right to 
nominate a majority of the Board of Directors until the 
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royalty payments had reimbursed him for his excess capi¬ 
tal. In the 1933 agreement, the taxpayer was given the 
controlling voice and decision in the conduct and policy of 
the business until the partnership distributions thereafter 
totalled $460,000.00, and in the event of the taxpayer’s 
death, this right of controlling the management accrued to 
his son, Lenher Schwerin. This provision is contained in 
the seventh paragraph of the 1933 agreement. 

All of these facts clearlv substantiate the original ar- 
rangement that the taxpayer was in fact selling one-half 
of his interest in the land to his partners, and was safe¬ 
guarding his capital by retaining the dominant voice in the 
management. The fact that provision was made in all the 
agreements for the partners paying their obligation out of 
the proceeds of the business surplus is immaterial. The 
important consideration is that the taxpayer's partners con¬ 
tinued to enjoy the benefit of one-half of the distributions 
until the total of $500,000.00 was reached and thereafter 

actuallv received one-half of the distributions. That this 
* 

benefit constitutes income is summed ujj by the Supreme 
Court in Helvering v. Horst (311 IT. S. 112, 61 S. Ct. 144), 
‘‘the dominant purpose of the revenue laws is the taxation 
of income to those who earn or otherwise create the right 
to receive it and enjoy the benefit of it when paid”. 

The Respondent further relies on the fact that the tax¬ 
payer did not awaken to the implications of the partnership 
agreement and his understandings with his partners until 
the filing of his 1937 income tax return. It is admitted by 
the taxpayer himself that he was entirely ignorant of the 
income tax law and income tax procedures. The agree¬ 
ments entered into between himself and his partners were 
regarded by the taxpayer as legal proceedings in which ho 
had little or no concern. (Official Report of Proceedings, 
pages 21, 22, 23 and 27.) He did not personally consult 
• he lawyers who drew the agreements and left the matter 
of form in the hands of his partners. This failure to com¬ 
prehend the income tax implications of the agreements also 
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explains the failure of the taxpayer to give consideration 
to the character of the profits which he was receiving on 
the sale of one-half of his land. 

Although the 1927 and 1929 agreements lend additional 
color and force to the taxpayer’s contention, the taxpayer 
believes that the 1933 agreement, even taken by itself, is 
sufficient to sustain his position. It may perhaps be alleged 
that the full and complete arrangements between the tax¬ 
payer and his partners might have been made more ex¬ 
plicit in the 1933 agreement, nevertheless, if this agreement 
is read and interpreted in its entirety, it is sufficiently clear 
and convincing in support of the taxpayer’s argument. 
'When the Respondent agrees that the taxpayer’s partners 
“solved the problem of paying the taxpayer for his excess 
capital contribution by giving him a greater distributive 
share in the partnership” (Respondent’s Brief, page 14) 
he is conceding the taxpayer’s position, if by “distributive 
share” the Respondent is referring to a share in the in¬ 
come. If. however, the Respondent is using “distributive 
share” to indicate a share in the capital, he is misstating 
the facts in that the taxpayer’s distributive share in the 
capital was at its maximum, at the inception of the partner¬ 
ship, but progressively diminished with each succeeding 
distribution. 

The various authorities cited by the Respondent are, in 
some instances, so general that they throw no light on the 
present case. In other instances, where the facts do bear 
a vague resemblance to the present case, these authorities 
appear to sustain the taxpayer’s position in principle. For 
example, in Clemmons v. Commissioner, 54 F. (2d) 209, 
the taxpayer was held to have realized taxable income al¬ 
though “part of the proceeds was straightway pledged to 
secure performance of an obligation”. The ease of Pope 
v. Commissioner, 39 F (2d) 420, has already been cited by 
the taxpayer in his original Brief, page 9. In this case new 
members of a partnership used their share of the partner¬ 
ship profits to acquire the interest of former members by 
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paying over these profits to the estates of the former mem¬ 
bers. The Court held that “the profits of the partnership 
belonged to the partners who could not avoid an income tax 
by causing the whole or a portion of their shares in the 
profits to be used in acquiring the interest of a deceased 
partner in the assets of a prior partnership”. 

It is true that these instances throw light on the position 
of Shewerin’s partners rather than on his own. They 
clearly establish that the partners were participating in 
50 per cent of the partnership profits from the beginning. 
The only question remaining for disposition, therefore, is 
the character of the proceeds received by Schwerin in ex¬ 
cess of 50 per cent. This excess, the taxpayer contends, 
represents proceeds from the sale of a one-half interest in 
the land transferred by him to his partner. 

n. 

The taxpayer has conceded and contended that the pay¬ 
ment to himself of one-half of the share of his partners’ 
portion of the partnership distribution constituted the pro¬ 
ceeds of sale and included an element of capital gain. The 
25 per cent in controversy, however, does not represent, as 
the Respondent alleges in his Brief at page 16 “either the 
taxpayer’s distributive share of partnership net income or 
is a gain from a sale”, but represents the proceeds of the 
sale itself from which the taxpayer is entitled to deduct 
the cost of the land sold. 

In computing the proceeds, the total payments should 
be taken into account, and not merely the profits. 

Respectfully submitted, 

Henry G. Burkb, 

Attorney for Petitioner, 


